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PREFACE 


This book is a study of the financial structure of the corpora¬ 
tion. It looks upon the corporation as preeminently an ingenious 
creation of man’s reflective imagination to which our modern 

world has delegated a large part-an increasingly large part, 

as time goes on-of those economic activities of society requir¬ 

ing considerable amounts of capital. And as these activities have 
assumed larger and larger scope, the financial aspects have been 
brought into clearer prominence. 

Besides being a study of the financial structure of the cor¬ 
poration, the book is an analysis of the financial instruments 
whereby the corporation is able to perform an important part 
in the present-day capitalistic organization of society. These 
are its securities. They are more than the structural instru¬ 
ments of the corporation ; they have become the chief medium 

for the investment of savings by a large proportion of society,- 

investment directly through the purchase of corporation securi¬ 
ties and indirectly through bank deposits and life insurance 
policies. A detailed understanding of corporate securities has 
therefore a twofold importance, from the point of view of the 
corporation and from the point of view of investing public. 

There have been many studies of the corporation by students 
of the law ; this is not one of them. And there have been many 
studies of the corporation by those who would prove that its 
reformation is necessary to preserve our social welfare; and 
this is not one of those, however strongly we may urge that 
the corporation is at most an objective expression of social and 
economic conditions. This is strictly a study of the financial 
structure of the corporation, viewing the corporation as merely 
a pragmatic reality arising out of the conditions of a highly 
organized and highly intricate economic environment. 

This book is concerned primarily with an analysis of the 
various financial instruments corporations have issued in re- 
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sponse to a particular financial need. In another book, “The 
Financial Policy of Corporations,” I had occasion to discuss 
briefly the various types of securities ordinarily representing the 
financial structure of the modern business corporation. Some 
of that material has been incorporated at various points in this 
book. 

In the preparation of this study I am greatly in debt to 
Professor Arthur V. Woodworth, who has supervised many 
detailed investigations, the results of which enrich this study, 
and to my former students who have carried out these investi¬ 
gations with laborious care. I am also very much indebted 
to Miss Zora P. Wilkins for help in the preparation of the 
manuscript and for guiding the book through the press. 

Arthur S. Dewing 

Newton, Massachusetts. 
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INTRODUCTION 


It is customary to regard finance as concerned primarily with 
money as a medium of exchange. This view is too narrow. 
The basic idea underlying finance is not exchange ; it is the es¬ 
tablishment of a scale or standardized method for measuring 
value. In early times befo 1 e metallic money came into use such 
a scale was needed for records, taxes, military service, and 
labor ; and any commonly accepted medium of exchange presup¬ 
poses some such socially accredited scale for the measurement of 
value® Or, to put the same idea in different words, there must 
be a common denominator or a group of such denominators in 
use before any form of exchange, except that of the simplest 
barter, can take place. 

Quite apart, also, from historical and logical priority, stand¬ 
ards of value are to be regarded as independent of exchange. 
The assessments of taxes throughout all history were entirely 
independent of any presumption that the property taxed was to 
be exchanged ; and at the present time the rating of property for 
insurance, even the determination of legally defensible rates for 
public utilities, require valuation on other bases than those of 
purchase and sale. 

Finance is thus fundamentally a system of valuation ; it is, 
on its theoretical side, a system of logic of relative values ; on its 
practical side, a working out of convenient devices for facilitat- 

• It is a commonplace to remark that a barter exchange long antedated 
coined money. Barter exchange is constantly met with among old testament 
customs, when cattle and sheep were exchanged for other commodities. 
Homer alludes to wealth in terms of flocks, and the whole Egyptian, Minoan, 
and Mycenean civilizations were built around an economic order devoid of 
coined money. The latter came into existence, probably in Lydia, not earlier 
at most than 725 B. C. ; and coined metallic money become general throughout 
the Mediterranean basin not much before the time of Pisistratus. In other 
words thousands of years, literally, had transpired between the first evidences 
of Sumarian and Egyptian civilization and a highly developed social, political, 
and economic life had come and gone before money, as we understand the 
term, had become a necessary part of the economic organization of society. 
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ing the valuation of one kind of commodity or service or human 
contribution in terms of another. Exchange on the basis of 
such a system of relative values may or may not occur ; the im¬ 
portant thing is not the ultimate use to which the valuation is 
put but rather the process of determining the value. 

This is why students of the theory of money so frequently 
find themselves in an enveloping morass. They look upon 
money as essentially final, as a thing in itself, from which as a 
starting point the value of commodities and services arise. They 
should rather go behind this objective form of money and see 
it as an outward material instrument for expressing a set of eco- 
nom i c values which are personal and, like values of all kinds, 
subjective. Money is the objective universalized standard for 
subjective personal values in that group of human relationships 
which we call economic. If this analysis is correct, the funda¬ 
mental problems of finance are those dealing, not with a medium 
°f exchange, but with the forces which develop economic values 
^and the effect & £ tAese values one upon another. 

Hence we face this antithesis,-the subjective personal valu¬ 

ation against the objective representation or measure of it under 
various conditions of which exchange is one. If we attempt to 
apply this antithesis to the prevailing economic conditions of 
contemporary society, we are presented at once with two serious 
problems. 

The first is the specific application of such a theory of value 
to those fields of human purposes and human activities which 
represent the present world of economic facts. How, in other 
words, have we developed a scale of measurement, and how do 
we apply it in securing the various material satisfactions of our 
wants ? The answer must presuppose something, perhaps an 
ultimate purpose, in correlation with which all these values of 
the economic world may be gauged. Put in such a form, the 
problem belongs to a more general field than falls within, the 
compass of this book. It is the field of the theory of finance. 

The second serious problem, the problem which immediately 
concerns us, arises in connection with the nature and use of the 
corporation. The corporation itself, however we may describe 
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or define it, is not a thinking human creature, though it may act 
through the thoughts and purposes of human beings who serve 
as its agents. But the process of determining values, economic 
or otherwise, is a thinking process. How then can the corpora¬ 
tion act, as we in practice assume it to act, as if it had the 
capacity and the power to recognize and determine economic 
value? How can the impersonal corporation act as if it had a 
primary attribute of personality, namely, that of estimating 
value? We may state the problem in different language as fol¬ 
lows. If finance can be reduced to a system of the correlation 
of certain values in economic terms, it belongs only to human 
beings, because this process of valuation, which is the founda¬ 
tion of finance, is a subjective process. But the activities of our 
modern economic world have been very largely taken over by 
the corporation ; and this is especially true in connection with 
those activities which affect large numbers of people and require 
large amounts of capital. If, therefore, there is to be a finance 
of the corporation, we must carry the idea of value over to the 
corporation. How can the corporation know values, which are 
essentially dependent on human judgments, when the corporation 
is not itself a person? To answer that the corporation thinks, 
acts and has purposes, through its agents, does not solve the 
antinomy. The corporation is an independent creature, and the 
law and social policy distinguish very carefully between the acts 
which are those of its agents as independent persons and those 
which are the acts of the corporation. 

Some opposition such as this antinomy lies at the roots of 
many, if not most, of our present-day difficulties with the cor¬ 
poration, and the intricate and perplexing problems—^economic, 

social, and political-that have arisen because of the growth in 

its importance. Much of the economic life of the community 
has been taken over by this entity which we call the corpora¬ 
tion,-as the transportation of western Canada has been taken 

over by the Canadian Pacific Railroad, or the light and power 
services of the largest city in the world have been taken over by 
the Consolidated Gas Company. We endow this impersonal 
fiction, created as the pragmatic response to a set of economic 
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conditions, with the personal attributes of judgment and of the 
kind of judgment that belongs to nice distinctions of economic 
value. 

This much is evident from empirical observation. The cor¬ 
poration has been endowed by law and by an enlightened social 
policy with certain anthropomorphic characteristics. For the 
present purpose of our study of the business corporation, the 
most important of these characteristics is the power to buy and 
sell property and exercise the judgment required to make the 
necessary comparison of values ; and it is endowed with the right 
to hold this property over long periods of time and beyond the 
life of human beings. In exercising these rights it can use this 
property in all the ways that property can be used, were it owned 
by a human being. But to own property and to discharge the 
various duties incident to ownership, the corporation is forced 
to assume a whole set of obligations which are analogous to, but 
by no means the same as, the obligations which a person would 
assume in owning property. Some of these obligations are of a 
merely transitory character, like paying taxes on its property 
and keeping the sidewalks in front of its real estate clear of 
snow. Some of the obligations inherent in the mere ownership 

of the property-acquired as it were, with the property-may 

run throughout its life or be terminable at a definite time. 

These more permanent and continuing obligations of the 
corporation, arising through its very ownership of property, are 
its securities. In certain respects some of them are analogous 
to the corresponding obligations of human beings. A corporate 
mortgage bond, for instance, is analogous to the same kind of 
bond issued by a human being ; the instrument securing it must 
be recorded, must be based on a consideration, and the fore¬ 
closure must follow a similar formal procedure of notice and 
sale. Nevertheless, a corporate mortgage bond is analogous 
only to the bond of a human being, for society has prescribed 
specific conditions under which its creature, the corporation, 
may perform these essentially human acts of owning property 
and assuming obligations incident to this ownership. Social 
policy regarding such conditions changes almost from year to 
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year and certainly from age to age; for, in the last analysis, the 
corporation is the creature and not the master of our human 
purposes. 

The interest of this book is to study the forms of these obli¬ 
gations, developed as the various means whereby the corporation 
is able to take on the characteristics of a rational human being 
in its financial relations. The book takes as its field the securi¬ 
ties of the corporation as they exist at the present time. These 
securities and the conditions under which they arc issued are the 

product of a varied set of conditions-legal sanctions, business 

expediency, and the illogical and uncertain tastes of investors. 
Yet they have a reality. In them are crystallized the life savings 
of large groups within society, and upon the substance of their 
reality are fastened the hopes and fears of thousands of human 
beings. 




CHAPTER 1 


THE CORPORATION 

Conceptual Entities of Our Social Life.-Through the ages 

man has sought to conceive and to utilize for various social, 
political, and economic purposes a creature of his imagination 
which somehow harmonizes three sets of contradictions- This 
conceptual entity must be submissive to our human will, mobile 
and flexible to our changing desires, like any bit of mortality, 
yet on the other hand, deathless in the sense of not having a fixed 
and terminable existence like the life of man. Again, this con¬ 
ceptual entity must be a part of man’s life in the sense of having 
a place in the essentially important things of his ordinary exist¬ 
ence; it must be independent and outside of the life of any single 

individual-it must be a part of his living and at the same time 

not of himself. And thirdly, this conceptual entity must have a 
real existence in the sense that a man, whole groups of men, in 
fact, may fight for it, endow it with property, cherish it, nurture 
it, and guide its destinies toward preconceived ideals, and yet an 
existence beyond the limitations of space and time. 

The simplest and probably the oldest of these conceptual enti¬ 
ties is the state and its protogenic forms, such as the clan and 
the tribe. But the conceptual entities of our social organization 
are not alone of a political character. From earliest times there 
have been associations, perhaps not as universal or comprehen¬ 
sive as the states, which have sought to harmonize these contra¬ 
dictions. The Egyptian priests of the old empire, the phy¬ 
sicians and the embalmers of the new empire were craft associa¬ 
tions recognized by the government and the people as having a 
life independent of the members. So was St. Paul’s conception 
of the church, “Many members in one body,’’ and so eccle¬ 
siastical organizations among all peoples in every age. 

What we are concerned with, however, in this present dis¬ 
cussion is one of these types of associations which, under the- 

9 
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exigencies of our changing economic environment, now stands 
before us as the present-day business corporation. This is the 
final stage of a constantly widening objectiveness in the admin¬ 
istrative forms of business. It is the most highly evolved- 

intricately conceptual and at the same time objective-of a 

series of human relations whereby business enterprise may be 
conducted. At one end of the series is the business owned by an 
individual in his own name, as he owns his clothes or his dining¬ 
room table. He is the proprietor. At the other end is the cor¬ 
poration. The logical evolution from the simple and homo¬ 
geneous to the complex and heterogeneous is important for an 
understanding of the functional character of the corporation. 

The Small Proprietory Business.-Most elementary of the 

series is the proprietor business. It seems to be good form in 
recent economic discussions to point out its limitations, both in 
scope and efficiency, and the rapidity with which it is being super¬ 
seded by the corporate form of enterprise operating large-scale 
units. Census statistics regarding the number and size of units 
in different kinds of industries are cited to prove the rapid de¬ 
cline and perhaps ultimate extinction of small proprietor busi¬ 
nesses. Yet, one of the lessons each succeeding industrial de¬ 
pression teaches is that the proprietor businesses, especially such 
businesses as can exist without borrowed capital, are able to 
withstand the readjustments and shocks accompanying sudden 
and protracted decrease in volume of sales. No matter how 
numerous the large-scale producing and distributing corpora¬ 
tions may become, the small proprietor business will live on. It 
will be making a profit when the great corporation is experienc¬ 
ing a loss, for the simple reason that it is more quickly adjust¬ 
able to varying scales of production and more mobile in the 
control over its costs. There are periods in our economic his¬ 
tory when the whole trend seems to set definitely and perma¬ 
nently toward larger and yet larger units. The last thirty years 
of the nineteenth century and the first thirty years of the twen¬ 
tieth were of this character. Yet this mere increase of size has 
within itself the germs of its own decay. It is quite possible 
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that in the years immediately following the business collapse of 
the winter of 19^9 and 1930 there will be a movement away 
from large-scale toward small-scale units of enterprise. 

Legalistic and Historical Conception of Corporations- 

The corporation is extremely difficult to define. This difficulty 
arises largely from the fact that the corporation has a long his¬ 
torical existence, yet a sudden and meteoric rise to its present 
economic importance. Much has been written to define the cor¬ 
poration ; yet out of all the legal erudition and scholarly research 
there emerge two views of the corporation, which, if not essen¬ 
tially different, nevertheless approach the same conception from 
different angles. One of these we will call the legalistic, the 
other the historical conception of the corporation. The former 
sees the corporation as the creature of a legal fiat, brought into 
being by a sovereign political power and existing by the reflected 
light of this power ; the latter sees the corporation as an histor¬ 
ical incident coming into existence to meet a set of particular 
social needs, rising or declining in importance through the 
centuries, as these social needs vary, but constantly molded to 
our changing wants that it might fulfil most efficiently our prac¬ 
tical human ends. Nor can these essentially different descrip¬ 
tions of the corporation be reconciled by mere words. The dif¬ 
ference is fundamental. 

Legalistic Conception of Corporation-Sovereignty 

Theory. -The legalistic conception of the corporation arises 

from giving a kind of Platonic reality to the creative act of a 
sovereign power. Coke held such a view 1 and Blackstone 
summarized this basic English conception : 

/“With us in England, the king’s consent is absolutely neces¬ 
sary to the erection of any corporation, either impliedly or ex¬ 
pressly given. The king’s implied consent is to be found in 
corporations which exist by force of the common law, to which 
our former kings are supposed to have given their concur¬ 
rence.” 2 Also “It is impossible to take in succession forever 
without a capacity ; and a capacity to take in succession cannot 


1 Coke-Littleton, III, 4x3. 

3 Blackstone, Commentaries, Book I, page 4 7 ^* 
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be without incorporation ; and the incorporation cannot be cre¬ 
ated without the King/^ 3 

A vast number of additional citations from judicial opinions 
and legal treatises might be quoted which merely approve or re¬ 
phrase this theory. For example, a recent American decision 
asserted : 4< Tlie right to be a corporation is not a natural or a 
civil right of any person, and such right can only be acquired 
from the sovereign State” ; 4 or: “A corporation is an associa¬ 
tion of persons to whom the sovereign has offered the franchise 
to become an artificial juridical person, with a name of its own/ 

They will all be found to imply a grant from a sovereign 
power, the right of an organization to be recognized as having 
an existence independent of its members. As the oft-quoted 
description of a corporation states : f A corporation is an arti¬ 
ficial being, invisible, intangible, and existing only in contem¬ 
plation of law. Being the mere creature of law, it possesses only 
those properties which the character of its creation confers upon 
it, either expressly or as incidental to its very existence. These 
are such as are supposed best calculated to effect the object for 
which it was created. Among the most important are immor¬ 
tality, and, if the expression may be allowed, individuality; 
properties by which a perpetual succession of many persons are 
considered as the same, and may act as a single individual. They 
enable a corporation to manage its own affairs, and to hold prop¬ 
erty without the perplexing intricacies, the hazardous and endless 
necessity, of perpetual conveyances for the purpose of transmit¬ 
ting it from hand to hand- It is chiefly for the purpose of cloth¬ 
ing bodies of men, in succession, with these qualities and capaci¬ 
ties that corporations were invented, and are in use. By these 
means a perpetual succession of individuals are capable of acting 
for the promotion of the particular object, like one immortal 
being .7 e 

Some writers 7 have sought to connect, historically, the de- 

* 10 Coke a66 (1612). 

4 People v. Mackey, 25s Ill- 144 (156). 

* Chief Justice Baldwin of Connecticut in Mackay v. N. Y., etc. R. R., 8a Conn. 73 
(1909). 

* Marshall, John, Trustees of Dartmouth College v. Woodward, 4 Wheaton 5x8 (U. S.), 

(1819). 

7 For example, Berle, A. A., Jr., Studies in the Law of Corporation Finance, page 9 
(1928). 
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termining role of the sovereign power in the legalistic definition 
of the corporation with the rise of sovereignty under the "Tudors 
and the Stuarts. a It is true, historically, that Coke’s well- 
known theory, which in one way or another has been the fountain 
head of every legalistic definition of corporation, was written 
when the royal prerogative was greatest since the time of the 
Norman kings. b Yet it is also true that the definition repre¬ 
sented by Coke’s commentary on Littleton made articulate and 
definite a basis upon which English public policy could admit 
and welcome the new business corporations . 0 The Anglo- 
Saxon, in his attitude toward his legal fictions is, above all else, 
practical. Diaphanous as those fictions might appear if sub¬ 
jected to dialectic analysis, they must be sufficiently real, sub¬ 
stantial, and “usable” to give vitality and objectivity to their 
daily use. As the business corporations increased in number 
through the seventeenth and eighteenth centuries and waxed 
strong and took over an increasing proportion of ordinary eco¬ 
nomic activities, the English jurists were glad to have as sub¬ 
stantial a basis for their fiction as the sovereign power, so that 
long after Stuart theories of sovereignty had passed, the sover- 


* In 1720, Lindley, L. J., said, “Now consider for a moment what the Crown 
could do, and what it could not do at that time. The Crown could by its 
prerogative incorporate any number of persons who assented to be incorpor¬ 
ated, and it was the prerogative of the Crown to give them power to sue and 
be sued by their corporate name, to use a common seal, to make bylaws and so 
on. ... It was not in the power of the Crown so to incorporate those persons 
as to make them liable to any extent to the debts of the corporation/' 8 * 10 

b That Coke would magnify the idea of the omnipotence of the sovereign 
power, in his commentaries to the “gratification" of his monarch is not at all 
foreign to his temperament. Somewhat earlier, November 17, 1603, Coke had 
pronounced these weighty sentiments (He had been knighted by James, the 
22nd of May preceding) : 

“I shall not need, my Lords, to speak anything concerning the King, nor 
the bounty and sweetness of his nature ; whose thoughts are innocent, whose 
words are full of wisdom and learning, and whose works are full of honor/* ® 
c As an example of making articulate and definite what had existed de 
facto, the history of the famous Muscovy Company is illuminating. It was at 
first a mere association, centering about Sebastian Cabot, under whose inspira¬ 
tion upwards of £6,000 was subscribed. This was about 1550. With this sum, 
three ships were outfitted and dispatched in 1553. Finally, in 1555, a charter 
was granted by the crown/ 0 


8 1 Ch. 501, 507. 

• Coke, Trial of Sir Walter Raleigh. 

10 Scott, W. R-, Joint-Stock Companies to 1720, Vol. I; 17. Charter 28, Selden So¬ 
ciety, 2—3. 
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eignty theory of the corporation persisted because it was simple, 
practical, and thoroughly usable. 

Conception of Contractual Relation. -Coupled with the 

idea of a primary grant of authority from the sovereign power 
is the idea of a contractual relation. The sovereign power is 
supposed to bestow upon its creature, the corporation, certain 
powers which it thereafter possesses by its own right. That the 
corporation may exercise these sovereign granted powers is a 
right inherent in the idea of a corporation and a right, moreover, 
which the sovereign power may not arbitrarily take away. w 

The case referring to the charter of Dartmouth College is 
the classic example cited to support this contractual theory. John 
Marshall summarized this view in the words : 

“This is plainly a contract to which the donors, the trustees, 
and the crown (to whose rights and obligations New Hampshire 
succeeds) were the original parties. It is a contract made on a 
valuable consideration. It is a contract for the security and dis¬ 
position of property. It is a contract on the faith of which real 
and personal estate has been conveyed to the corporation. It is 
then a contract within the letter of the constitution.” . . . “It 
appears to me^ upon the whole, that these principles and authori¬ 
ties prove, incontrovertibly, that a charter of incorporation is a 
contract.” 11 

The famous Dartmouth College case was decided in 1819. 
As early as 1806 the Massachusetts Supreme Court had said 
that “the rights legally vested in all corporations cannot be con¬ 
trolled or destroyed by any subsequent statute, unless a power 
for that purpose be reserved to the legislature in the act of 
incorporation.” 12 

While it is true that our states long ago passed statutes by 
which all corporate charters granted subsequently to the passage 
of the act could be arbitrarily modified by the state, the simple 
legal fact remains that the corporation charter still is to all per¬ 
sons concerned-the state, the incorporators, the officers, the 

« Op. cit. 

M Wales v. Stetson, 2 Mass. 146 (1806). 
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stockholders d -the formal expression of a group of mutual 

pledges the continued carrying out of which constitutes what 
one might call the life of the corporation. 0 The corporation is 
the focal point of a series of legal contracts. This is not so 
simple as statutory legislation would imply. As Clark and 
Marshall state : 

‘The difficulty has been in construing such a reservation and 
determining what amendments are properly within it, and on 
this question there has been some difference of opinion. There 
is no use trying to reconcile all the decisions on this point, for 
they are irreconcilable.’’ 17 

Nevertheless, it is with the idea of a contract 18 that legal 
opinion starts in all current discussions. 

The Contract Conception a Contradiction.-In a very real 

sense the legal theory of the coloration embodies a contradic¬ 
tion which the law, sooner or later, must face.' The contradiction 
arises from Marshall’s dictum “the charter is a contract on the 
part of the government.” 10 Marshall, following Coke and 
Elackstone, makes the state one of the contracting parties in 
giving the franchise, grant, or right to be, and the incorporators, 
acting for the corporation, the other party to the contract. To 
quote again, “To this grant or this franchise, the parties are the 

d “The charter of a corporation having a capital stock: is a contract between 
three parties and forms the basis of three distinct contracts. The charter is a 
contract between the state and the corporation ; second, it is a contract between 
the corporation and the stockholders ; third, it is a contract between the stock¬ 
holders and the state/' 13 

®The extent to which corporate majorities of stockholders may override 
minorities in these complex corporate contracts is exceedingly puzzling. There 
is also wide difference in judicial determination. In New Jersey, for example, 
majorities are impotent in the presence of recalcitrant minorities, 1 * in Delaware 
they are not. 1 ® For numerous cases covering these contractual relations, see 
Berle's Collected Cases in the Law of Corporation Finance. 1 ® 

a3 2 Cook on Corporations (5th Ed.), §492; see 1 Clark and Marshall, Private Cor¬ 
porations, §27 if. 

14 Lonsdale Securities Co. v. International Merchant Marine, 139 Atl. 50 (1927). 

15 Davis v. Louisville C. & E. Co., 142 Atl. 654 (1928). To an unsophisticated, legal 
mind these two cases have an opposite meaning. 

x ® Berle, A. A., Jr., Materials in the Law of Corporation Finance, Vol. i. Section 1 
(1929). 

17 Clark and ^farshall, 3 Private Corporations, §63 if. ^ 

18 For discussion of the contract idea of a corporation, see Berle, A. A., Jr., Studies in 
the Law of Corporation Finance (1928) ; also the various legal treatises on the law of 
corporations. 

19 Dartmouth College, op. cit. 
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King and the persons for whose benefit it is created, or trustees 
for them.** *° 

Now this conception of Marshall, which has become the basis 
of all our subsequent corporation law, rests on the combination 
of two dissimilar ideas-the grant of authority from the sover¬ 

eign power and a contract with the sovereign power. And, with 
due respect to the legal subterfpges of the last hundred years, 
these two ideas are fundamentally contradictory. 

Sovereign power implies-and its action in this instance 

connotes-the free giving of something of itself. Were the ele¬ 

ment of compulsion implied, it would not be the act of the sover¬ 
eign power. Contract is the free action of two parties meeting 
on such conditions that there can be freedom of action on both 
sides. But who meets freely with the state? Certainly not the 
corporation, for it has not yet come into existence, nor can it 
come into existence until it has been created by the free act of 
the sovereign power. 

Furthermore, there is no freedom of contract in modern in¬ 
corporation. Freedom of action on the part of the corporation 
would involve a lessening of sovereignty on the part of the sover¬ 
eign power, the other party to the contract. The sovereign power 
will not permit this. The state has brought into existence cer¬ 
tain statutes by which the rights and privileges already acquired 
-ostensibly by contract-may be circumscribed. A corpora¬ 
tion, irrespective of what is said or is not said in its charter and 
its bylaws, is bound by these statutes. It need not even go 

through the formality of complying with the statutes-they are 

imposed upon it as the necessary condition of its coming into 
existence. It did not freely accept them, as the idea of a contract 
involves, for two very simple reasons-it had not come into ex¬ 

istence and it had no freedom of action. It had not come into 
existence, for this consent of the state is necessary to bring about 
its birth and as a prerequisite to this consent of the state is 
assumed the compliance with its statutes. The corporation had 
no freedom of action, because neither its incorporators nor itself, 
as represented by directors or officers, had any other alternative 


» Ibid. 
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than to accept the statutes which the state imposes. If the char¬ 
ter of a corporation is a contract, one of the contracting parties, 
the corporation, entered into the contract before it existed, and 
it exercised no freedom, judgment, or will in the choice of its 
terms. t This is, indeed, a contract with a vengeance. And even 
after the corporation is formed by the fiat of the sovereign au¬ 
thority, the latter may impose an entirely new set of conditions, 
not only upon its very existence, as when the payment of new 
and additional taxes, imposed by the sovereign authority, be¬ 
comes essential for the maintenance of its life, but even upon its 
stockholders, past, present, and future, as when the state by 
statute imposes double liability on state bank stockholders, al¬ 
though no double liability existed when the sovereign power 
granted the bank charter. 21 If the creature of the sovereign 
power may be made to accept whatever conditions are imposed 
upon it by its creator as the price of its birth and of its continued 
existence, it is silly for the legal fraternity to clothe this relation¬ 
ship with the name of contract, and then, in the next breath, de¬ 
fine a contract as an agreement embodying at least some vestige 
of freedom of choice on the part of the contracting parties. 

Historian’s Conception of Corporation.-Historians ap¬ 

proach the corporation from the study of its origin and for that 
reason their points of emphasis are radically different from those 
of the legal commentators. Their study of origins, however, 
leads to vague and uncertain results. Somewhere back in re¬ 
publican Rome the practical Latin mind conceived of a legal 
entity the " wniz/ersitates” which had an existence independent 
of the association. But whether Plutarch, as quoted by Black- 
stone/ was right about Numa, it appears to be certain that 

* “The honor of originally inventing these political constitutions entirely 
belongs to the Romans. They were introduced, as Plutarch says, by Numa ; 
who finding, upon his accession, the city torn to pieces by the two rival factions 
of Sabines and Romans, thought it a prudent and politic measure to subdivide 
these two into many smaller ones, by instituting separate societies of every 
manual trade and profession. They were afterwards much considered by the 

** Re Oliver Lee & Company’s bank, 21 N. Y. 9. Sherman v. Smith, 1 Black 587. The 
Montana Supreme Court went so far as to say that the power reserved by the state might 
be exercised, not only to alter the contract as it exists between the state and the corporate 
entity, but as well to alter the contract existing between the corporation and its stockholders, 
and the stockholders inter sese.** (Somerville v. St. Louis Company of Montana, 46 Mont. 
268. > 
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Roman law recognized the existence of a corporate entity inde¬ 
pendent of the lives of its members. Yet the resemblance of this 
Roman analogue to the corporation of Coke, Blackstone, and 
Marshall is not so clear. Increasing research into the English 
law of the Anglo-Saxon period and the period of the Norman 
and Plantagenet kings seems to show little influence of Roman 
law on the English common law, except indirectly through great 
institutions, such, for example, as the ecclesiastical and feudal 
foundations. 23 It is in just such institutions, rather than in 
inherited civil law that the historical school finds the origin and 
the essential character of the modern corporation. 

Historical Origins of the Corporation.-The industrial life 

of the England of Tudor and earlier times was very different 
from the contemporary industrial life of England and America. 
The business corporation in anything like its present form 
simply did not exist, and the historians who call fairs, associa¬ 
tions of merchants, towns, or monasteries corporations, within 
our connotation of the word, are merely breathing into such 
associations purposes and structural forms which did not exist. 
And the business corporation did not exist simply because there 
was no need in the simpler individualistic economic order of the 
time for a means of carrying on large-scale activities by private 
enterprise. There is no necessary presumption because the busi¬ 
ness corporation looms large in our present economic environ¬ 
ment that it was important in the past. Human economic insti¬ 
tutions, like the nova of the skies, may suddenly flash into new 
and outstanding splendor, only to sink once more back into 
insignificance. Ashley has well said “Modern economic theories, 
therefore, are not universally true ; they are true neither for the 
past, when the conditions they postulate did not exist, nor for 
the future, when, unless society becomes stationary, the condi¬ 
tions will have changed.” 24 

civil law, in which they were called universi fates, as forming one whole out of 
many individuals.” 22 

22 Blackstone, Book I, 4.68. 

28 See Stubbs, William, Constitutional History of England, Vol. 1 ; T as well - Langraead 
(Ashworth rev-). English Constitutional History, 1 and a (1911); Maitland, F. W. (Fisher 
ed.), “Roman jurisprudence did not survive in Britain . . page 5 (1900). 

24 Ashley, W. J., Economic History (3rd ed.), 1, page xi (6), (1894). 
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Six Ancient Prototypes of the Corporation. -Neverthe¬ 

less, there were no less than six prototypes of the modern corpo¬ 
ration, out of any one of which, or out of the combination of 
several, the present-day business corporation might be said, with 
some show of historical acumen, to have arisen. s These six are 
the borough, the merchant guilds, the fair, the chartered alien 
merchants, the university, and the trading companies. All six 
of these represented institutions which, like Topsy, just grew. 

The Borough —Its Origin. -Even in Roman times, 11 towns 

may have been the first units analogous to corporations, and this 
idea is advanced by certain continental scholars. 20 From incor¬ 
porated towns the idea was extended to associations of priests 
and to crafts such as blacksmiths and bakers. 27 From the 
earliest times in England the inhabitants of certain towns re¬ 
garded their citizenship in the town as constituting a kind of 
urban homogeneity. As townsmen they had privileges, because 
their town had privileges. These privileged towns came to be 
known as boroughs. The rights and privileges of the burgesses, 
as well as the rights and privileges of the borough, were pri¬ 
marily concerned with trading-just as the homogeneity of the 

manor crystallized about the ownership of land and the collection 
of taxes for the sovereign. 

The problem of Anglo-Saxon and Norman townspeople was 
to get a living in a country essentially agricultural, and when 
every town was surrounded by land cultivated under systems of 
tenure which made the ownership of land of preeminent impor- 

* Wise Justice Holmes remarked in one of his forgotten essays, “As usually 
is the case with regard to a collection of doctrines of which one seeks to show 
that they point to a more general hut forgotten principle, there can be found a 
plausible separate explanation for each or for most of them, which some, no 
doubt, will regard as the last word to be said upon the matter.” 26 

* Modern researches indicate that during the Assyrian ascendancy—ap¬ 
proximately 800 B.C. to 600 B.C.—it was customary for the crown to grant 
definite rights to a city and these rights were embodied in lengthy documents 
analogous, in important respects, to the charters granted by the English 
monarchs of the thirteenth and the fourteenth century. 


88 Holmes, O. W., Jr., Executors in Early English Law, IX, Harvard Law Review 42 
(1895). 

*• Savigny-System des heutigen romischen Rechts, II, §86 and following. 

87 Ibid. Also Boissier, G., Les Soci<£t<£s Ouvrieres & Rome 96 Rev. d. Deux 
Mondes 926. ' 
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tance. The landless 1 burgesses must, therefore, protect their 
rights as artificers and traders, as their sanction to receive a live¬ 
lihood. In Newcastle, for example, in the time of Henry I, no 
one except a burgess could buy, finish, or cut cloth for dyeing. 28 
Consequently on one excuse or another, the burgesses refused to 
trade outside of their borough. One reason for this refusal was 
the difficulty of obtaining witnesses in the countryside who 
would understand the customs of trading. These customs of 
the townspeople were referred to in the old charters as corvsuetu- 
dines or customs made law by their antiquity. Obviously, in 
this early Anglo-Saxon and Norman England, when customs 
were more authoritative than statute, this recognition consti¬ 
tuted the common ground of unity among the townspeople. The 
charter from the crown was merely the formal acknowledgment 
of them. By a charter 29 in 1190 the burgesses of Leicester ob¬ 
tained freedom from the obligation to plough lands belonging 

to the lord of the manor. Such customs, laws, or privileges- 

and any one of these names may be used according as one is 

historian, lawyer, or sociologist-crystallizing about the organic 

and homogeneous unity of the group inhabiting the town, gave 
the individuality to the borough, as contrasted with the inhabi¬ 
tants of the borough. J This was an idea of individuality quite 
independent of the ecclesiastic foundations which had their ori- 

1 All boroughs probably had at least some of these landless burgesses. For 
example, the Domesday survey returns for the Borough of Buckingham 
showed as many landless burgesses as those who held land on the Ring’s 
“demesne.” 

3 Many attempts have been made by legal historians to define borough. 
Holds worth calls it a “chartered community,” 30 but he is referring to the con¬ 
ditions prevailing in the thirteenth century. This, however, was after the 
numerous charters granted by Henry , 1 , Henry II, Richard I, and John. Little¬ 
ton.* 1 having reference to a later time and Coke to the early seventeenth cen¬ 
tury, makes representation in Parliament the basis of definition of a borough. 
Coke writes “A Burgh is an ancient town holden of the king or any other lord 
which sendeth Burgesses to the Parliament.” 83 In the discussion above, how¬ 
ever, we are referring to a period long antedating these legalistic descrip¬ 
tions-to a time in the Anglo-Saxon dawn of English law when the people 

themselves were establishing the customs which were to become the legal sanc¬ 
tions for their descendants. 


** Stubbs, William, Select Charters, 133 (tqsi). 

Cunningham, W., English Industrial History, gx (1895). 

*° Holds worth, F. XV., History of English Law, Vol. II, 3 8 5 <1932). 
» fix6 4 . 

*® Coke-Littleton, 8109. 
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gin in Roman civil law. k The individuality of the borough was 
something that, like other Anglo-Saxon institutions, grew out 
of simple tribal customs; and the borough, through the authori¬ 
tative strength of these traditional customs, gradually acquired 
the tacit acknowledgment of all concerned, from age to age. 36 

Characteristics of the Borough.-The borough was the 

Anglo-Saxon defended stockade, the bur fa, which surrounded 
a small group of habitations. 3e Under its peaceful protection 
the inhabitants could trade, and develop the customs of trade. 1 
Such centers of trade were recognized as early as King Edgar 
and by the time of William I and his Domesday Survey their 
individuality as independent of the inhabitants was very clear. 
Gradually the borough assumed a legalistic individuality with 
the responsibilities of limited self-government, crystallized into 
the form of codified laws ; it had a court, m the power of self- 
taxation, and later communal property, 41 especially grain for the 
poor during times of scarcity. 42 

The burgesses of a borough were not, like the villagers, 

* As expressed by an English student of early institutions “That appear¬ 
ance of corporateness which grew up in the English boroughs was a native 
English product. However Italian may have been the principles which came to 
govern the corporation at the end of the Middle Ages, it is doubtful whether 
there was anything Roman about the earliest English municipalities, except 
perhaps, here and there, the fortifications. The connection with Rome which 
was afterwards so well maintained in the ecclesiastical houses, had been broken 
in the towns.” 33 Or again by a legal historian “The borough was a mercantile 
community/’ 34 

1 These customs of boroughs were confirmed by the Great Charter. “Et 
civitas Londoniarurn habeat omnes antiquas libertates et liberas consuetudines 
suas, tarn per terras, quam per aquas. Praeterea volumus et concedimus quod 
omnes aliae civitates, et burgi, et villae, et portus, habeant omnes libertates et 
liberas consuetudines suas.” Magna Charta, §13. 

m These borough courts early assumed great importance. 37 Under the Nor¬ 
man Kings the borough courts refused, apparently, to acknowledge wager of 
battle 8 ** and they were not, at first, allowed trials by jury. 3 ® For rules of law 
in these courts see the details in Holdsworth. 40 

** Carr, C. T., Early Forms of Corporateness, Select Essays in Anglo-American Legal 
History, Vol. Ill, page 167 (1909). 

84 Holdsworth, W. S., History of English Law, Vol. II, 387 (1922). 

Eor account of Anglo-Saxon customs, crystallising into Anglo-Saxon codes of law, 
see Holdsworth, W. S., History of English Law, Vol. II, pages 12-118 (1922). 

** Stubbs, \Villiam. Constitutional History, Vol. I, 99. 

87 Bollock and Maitland, History of English Law, Vol. 1, page 534. Also, Holdsworth, 
ibid., II, 372. 

88 Borough Customs, Selden Society, 1, 36. 

88 Bollock and Maitland, History of English Law, Vol. 1, page 643. 

Ibid., II, 385. 

41 Maitland, Domesday Book and Beyond, 355. 

48 Eor borough customs see Selden Society, Vol. XVIII, XXI. 



22 


CORPORATION SECURITIES 


tenants of one lord. Their tenure of land, if they held any, was 
varied, so that, when necessary, they dealt with the sovereign 
directly, without the intermediate mesne lord ; and the king in 
his turn collected tolls and taxes, firma burgi, and acknowledged 
by this direct dealing the independent and continuing existence 
of the borough. Apparently, for a long period after the Con¬ 
quest, the acknowledgments of the direct collection of taxes on 
the one hand, and of the various borough privileges on the other 
hand were tacit and not crystallized into the form of specific 
royal grants or charters. When such, however, begin to appear, 
these royal charters were phrased, apparently, as the confirma¬ 
tion of rights and privileges long since existent and acknowl¬ 
edged without question. The charters ran sometimes to the 
merchants, but more often to the co inrun n it as as the borough, 43 
which began to take on the attributes of personality. 11 In 1391 

the officers of the borough were given perpetual succession- 

analogous to the ecclesiastical orders. 45 

Obviously, during this long period the borough was assum¬ 
ing more and more the form of that which we should now call a 
corporation. 0 There is no point of time, historically or logically, 
when we could say that what possessed merely the form of a 
group without homogeneous individuality suddenly became a 
corporation. It has been said that a charter granted in the second 
quarter of the fifteenth century to Hull was the first incorpora¬ 
tion, 47 and this categorical pronouncement, made a hundred 
years ago, has been frequently quoted. The use of a formal 
expression, however, does not make an institution. The formal 
expression merely made articulate what was already acknowl¬ 
edged; the act of incorporation, in the modern sense, when it 

“ Yearbook of Edward III, about 1345 speaks of London as “Cominal” 44 

0 “On the occasion of Longchamp’s deposition” (in 1191) “in which the 
citizens of London concurred, they secured a formal recognition, by the 
Justiciar and the barons, of their existence as a * cottvrniitui / the exact meaning 
of which is not quite clear, but which was certainly a near approach to what is 
understood by a ‘corporation.' ” 44 


48 Charters “sold” by Richard T at the close of the twelfth century. 

44 Liber Assisarum 62, 19 Edward III. 

48 Second Statute of Mortmain, 15 Richard II, c 5. 

44 Ta swell-Lang me ad (Ashworth ed.) English Constitutional History 78 (1911). 
M Merewether and Stephen, History of Boroughs (1835). 
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actually occurred at a definite historical point of time, was merely 
a formal incident in a process. p Rather should we regard the 
slow development of the individuality of the borough as the 
evolution of a form of human relationship which, under the 
molding conditions of a changing economic environment, is to 
be regarded as perhaps the earliest of several analogues out of 
which the idea of the modern business corporation emerged. 

The Merchant Guild-Its Characteristics_Closely allied, 

but not identical with the borough, was the merchant guild. The 
homogeneity of the burgesses in the borough arose from the 
unity of a common place of habitation, a freedom from authori¬ 
tative control by a manorial lord, and a common representation 
before the king and later parliament. The homogeneity of the 
members in the merchant guild was the common occupation and 
the need of asserting common rights and protecting each other 
in enjoying some species of monopoly. It was an occupational, 
in contrast to a geographical, unity. 

Students of mediaeval institutions seem to be agreed that 
even before the Conquest there existed associations of merchants 
and that these associations were essentially Anglo-Saxon in 
origin. 40 They may have had a religious origin or may have 
arisen from associations for protecting each other. 60 The first 
definite mention we have of the merchant guild recorded by 
scholastic research was in 1093, 61 and from then on these associ¬ 
ations of merchants assume greater and greater importance in 
English economic life as the town grows in significance and 
acquires some kind of recognition in an agricultural economic 
order. Q 

p “The acquisition of a formal charter of incorporation could only recog¬ 
nize, not bestow these rights.” 48 

* “In the second half of the eleventh century the merchant guilds began to 
come into existence ; during the twelfth century they arose in all considerable 
English towns.” ** 


48 Stubbs, William, Constitutional History, III, 63a. 

4 ® Scrutton, T. E., Influence of Roman Law on the Law of England, 55. Stubbs, 
William, Constitutional History, 105. 

60 Ashley, W. J., English Economic History, I, 71 ; Stubbs, Constitutional History, I, 
469; Kemble, T. M., Saxons in England I, 511; Gierke, Genossenschaftsrecht, I, 22a. 

01 Gross, C., The Guild Merchant, 3a, note 1 (1890). 

Ashley, \V. J., English Economic History, I, 76 (1893). 
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Boroughs and Guilds. -Obviously, the first concern of any 

association of merchants was their own protection. This fact 
led historians generally to connect the merchant guilds with the 
boroughs, as if the two were of the same import; but modern 
scholars have quite generally accepted the view that they are 
different, although the connection in some cases is closer than in 
others. The researches of Gross 63 seem to indicate the follow¬ 
ing. Both boroughs and merchant guilds grew up independently 

-but the former were a condition antecedent to trading and the 

latter a result of the existence of trading. As a result, in some 
instances, the merchant guild and the borough were practically 
the same, with the same membership and the same officers, and 
were both described by the word comrmmitas . In other instances 
there was open antipathy between two independent organiza¬ 
tions, which had a separate membership, separate officers, 64 and 
separate halls. r Probably in the majority of cases the two or¬ 
ganizations existed side by side, the rights and privileges varying 
among the boroughs and at different times. 

Guild Membership.-The membership in the merchant guild 

was voluntary and was initiated by the taking of an oath and by 
some kind of a ceremony. And as such, from the very begin¬ 
ning the merchant guild was a voluntary association, but a 
voluntary association which sought to regulate and administer 
the trade among its members, even for the entire town. 60 It 
undertook to punish members for trade transgressions, and to 
coerce non-members to observe the rules and practices laid down 
by the guild. 67 Undoubtedly, too, the guild collected money for 
its members ; it gave banquets and frequently cared for its indi¬ 
gent members. 68 Like the borough, the merchant guild had com¬ 
plete self-government-obviously within the law of the country. 

Its meetings were presided over by an alderman, assisted by two 

r In Bristol and Nottingham the guild hall and the moot-hall of the borough 
were separate buildings.** 

“ Gross, C., The Guild Merchant (1890). 

*+Ibid., II. 17X. 

« Ibid., I, 8a. 

Ashley, Win. J English Economic History, I, 71 . 
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or more wardens. Important questions of policy were deter¬ 
mined by a small council of older members. 8 In all these re¬ 
spects, therefore, the merchant guild was a small compact 
organization-self-governing within itself and exerting a vigor¬ 

ous control over local commercial enterprise. It reached its 
greatest power in the first half of the fourteenth century and 
during the period of its widespread influence and for a century 
or more thereafter-roughly down to Tudor times-the mer¬ 

chant guild was acknowledged by custom, by the towns in which 
it existed, by the local courts, and the crown as an association 
of traders having a real existence quite apart from that of its 
members. Quite truly, therefore, the guilds helped to bring into 
the English consciousness the idea of a business organization 
having a reality apart from the persons constituting it.* 

Associations of Foreign Merchants.-More clearly defined, 

however, than the unity of the merchant guild was that of the 
foreign merchants living in England. To secure to themselves 
the advantage of trade with foreign merchants, without at the 
same time granting them the privileges of citizenship, has always 
afforded a delicate juristic problem for the native-born inhabi¬ 
tants. In ancient Greece much of the banking of the Athens of 
the fourth century was in the hands of men from other cities 
who although long resident in Attica never attained the rights 

of citizens. Even distinguished men were denied citizenship- 

Herodotus may have left Athens for his final home in Italian 
Thurii because he despaired of attaining citizenship. And, on 
the other hand, one of the well-known explanations of the suc¬ 
cess of Roman policy in dealing with subject peoples was its 
liberality in extending the rights of citizenship. 

■ Inferences by Ashley®* from the regulations of guilds of Totnes, South¬ 
ampton, Leicester, and Berwick. 

1 One English economic historian 60 tries to bring into marked prominence 
the importance of the merchant guilds as the antecedents of the joint stock 
companies and, through them, of the modern business corporation. The mere 
fact, however, that merchants would often join together in order to make a 
single bid for a lot of merchandise, which was called a “joint stock/’ is too 
unimportant a detail to serve as the essential evidence for a theory of such 
historical importance. 

— Ibid., ya. 

*° Lipson, E., Economic History of England, 345 (1915). 
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The group action of foreign merchants is very old. The 
ancient Assyrians established trading colonies at important 
points in Asia Minor. Copper, not available in the Assyrian 
plain proper, was perhaps the most important commodity gath¬ 
ered by these colonies. But the merchants could not trade for 
copper individually ; they must trade for the account of the asso¬ 
ciation of the colony to which each merchant belonged. 

Status of Foreign Merchants in England. -Through the 

early history of the treatment of foreigners in England runs a 
strange opposition. The foreign merchants brought in foreign 
goods, particularly luxuries. The king and nobles would en¬ 
courage these importations. Consequently, they would deal 
kindly with the foreign merchants, fostering their activities so 
that foreign imports might be cheap. On the other hand, foreign 
goods were in direct competition with the corresponding goods 
produced by local artisans, and the trade of the foreigner was 
competitive with the trade of the town burgesses and the guild 
merchants. Hence, we see the policy toward the foreigners 
vacillating between extreme friendliness and extreme harshness. 

At first there was great liberality toward the foreigners. The 
charter to the Jews by Richard I is an example. 11 An important 
article of the Great Charter secured to all merchants safety and 
security to enter and leave England and to dwell there for the 
purposes of commerce without excessive taxes. v This policy of 
encouragement of “free trade” continued until the middle of the 
fourteenth century when a decided change was noticeable. This 
may have been attributable to two causes, the rising strength of 
the towns and the appearance of a mild form of mercantilism 

° Charter of Liberties to the Jews, following certain massacres. A charter 
given particularly to Isaac “his sons and their men” but by the seventh article 
made to apply to all Jews of England and Normandy.* 1 

T “Omnes mercatores habeant salvum et securum exire de Anglia, et venire 
in Angliam, et morari et ire per Angliam, tarn per terram quam per aquam, ad 
emendum et vendendum, sine omnibus malis toltis, per antiquas et rectas con- 
suetudines, praeterquam in tempore gwerrae, et si sint de terra contra nos 
gwerrina.” ** 

“ Rymer Foedera 251. 'Translation in Jacobs, J., Jews of Angevin England, 134 
<1893). 

Magna Cbarta, Section 41. 
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which discouraged the importation of foreign merchandise ex¬ 
cept the precious metals . 08 In 1379 a statute was passed pro¬ 
hibiting foreign merchants to “trade in retail” ; 64 the importation 
of foreign goods that could be manufactured in England was 
prohibited in 1455, 65 and restrictions were imposed on grain im¬ 
ports nine years later . 68 

Earliest Associations of Foreign Merchants. -The first 

definite attempt to deal with the foreign merchants as a body, 
which happens to have been drawn to my attention, was a royal 
act of the time of Henry II ( 1 157) guaranteeing the protection 
of the crown to a group of London merchants, many of them 
from Cologne. As in all these early royal grants and charters 
the associations of merchants were guaranteed certain legal pre¬ 
rogatives and promised protection, both for their persons and 
their merchandise, in return for tolls or taxes. It was believed 
that the right to trade and to rely on governmental protection 
for trading was a privilege, a special privilege, extended by a 
gracious sovereign only in return for a consideration. Jews and 
foreign merchants were serviceable to the king as a source of 
revenue independent of his native subjects. Their very foreign¬ 
ness forced upon them the character of an association ; and the 
king, in order to deal with the foreigners as members of an asso¬ 
ciation, rather than as individuals, must extend to them associa¬ 
tion privileges for which he might exact association fees. Hence 
these royal grants and charters were, in effect, royal charters 
establishing group rights in contrast to individual rights. They 
were thus analogous to corporation charters. 

The Fair. -The genesis of the business corporation is to be 

found also in certain directions outside of commercial associa¬ 
tions. A mediaeval institution, the high significance of which 
has since practically disappeared, was the fair. It was an as¬ 
sembly of merchants meeting, usually on a particular saint's 
day, for the exchange of goods. Its very existence was predi¬ 
cated on a grant to a bishop, a lord, or the mayor of a town, of 

M 5 Richard XI x, a (138a). 

64 a Richard II 1, 1. (One of several such statutes.> 

w 33 Henry V, I, 5. 

•* 3 Edward IV c a. 
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the right to hold such a gathering, and of the right to collect tolls 
from the merchants and to conduct the “court of the fair” to 
arbitrate disputes. The date of the origin of the fair is lost in 
obscurity. Probably, like other English institutions, the fair 
grew up from insignificant and long forgotten beginnings into 
something that served a real purpose. As early as the reign of 
William Rufus, the king granted to the Bishop of Winchester 
the right to hold a fair on the “eastern hill outside of Winches¬ 
ter.” In the England of the Norman and Plantagenet kings 
there were two great fairs, and many smaller ones. They usu¬ 
ally occurred on particular saints* days-festival of St. Giles 

(September i) being much favored as it permitted the sale of 
autumn produce and the purchase of goods for the winter. The 
fair at Stourbridge, on the western edge of Suffolk, was the 
center of the trade with the Flemish merchants ; that of Win¬ 
chester, the center of trade with merchants from France, Italy, 
and Spain. The following is an interesting description of the 
fair at Winchester, describing conditions prevailing in Edward 
Ill’s time (1347). 

“On the morning of August 31st, ‘the justiciars of the pa¬ 
vilion of the bishop’ proclaimed the fair on the hilltop, then rode 
on horseback through the city, receiving the keys at the gates, 
took possession off the weighing-machine in the wool market of 
the city to prevent its being used, and then, with the mayor and 
bailiffs in their train, rode back to the great tent or pavilion on 
the hill, where they appointed a special mayor, bailiff, and coro¬ 
ner to govern the city in the bishop’s name during fair-time. 
The hilltop was quickly covered with streets of wooden shops : 
in one the merchants from Flanders, in another those of Caen 
or some other Norman town, in another the merchants from 
Bristol. Here were placed the goldsmiths in a row, and there 
the drapers ; while around the whole was a wooden palisade with 

guarded entrance,-precautions which did not always prevent 

enterprising adventurers from escaping payment of toll by dig¬ 
ging a way in for themselves under the wall. . . . All trade 
was compulsorily suspended at Winchester, and within a ‘seven- 
league circuit/ guards being stationed at outlying posts, on 
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bridges and other places of passage, to see that the monopoly 
was not infringed. . . . Even the very craftsmen of Winches¬ 
ter were bound to transfer themselves to the hill and there carry 
on their occupation during the fair.” 67 

The royal grant for the Winchester Fair was repeated year 
after year, until, by the reign of Henry II, the royal charter de¬ 
fined with some degree of precision the rights and privileges of 
the bishop and the attending merchants. The importance of 
these mediaeval fairs from our point of view, lies in the fact that 
they represent an early form of business organization carried on 
by the direct authority of a charter granted by the sovereign 
power. 

Authority of the Fair. -The grant of the charter right to 

hold one of these great fairs not only effected the temporary 
suppression of all business within the town and surrounding 
district, but also accomplished two very important modifications 
in mediaeval institutions. It gave a temporary economic and 
legal equality of the foreign merchant to the native burgess and 
guild merchant, and it gave authority and finality to a system of 
law quite independent of the established law courts and recog¬ 
nized legal procedure. As pointed out already under the pre¬ 
ceding discussion of the charter rights granted foreign mer¬ 
chants, these foreigners had few rights as human beings and 
none as citizens of town or country. During the period of the 

fair, however-provided they paid the tolls, to which no native 

merchants, with few exceptions, w were exempt-they had all the 

rights and privileges of native merchants. 69 In this manner the 
foreign merchants were encouraged to sell their goods through 
the fair rather than through private channels. 

The Court of the Fair. -An outstanding feature of the fairs 

were the courts, sometimes called the court of pie powder* or 

w Apparently the members of the merchant guild of Winchester were 
exempt from the tolls of the Fair of St. Giles.** 

* Called in the earlier law book (Bracton) Court Pepoudrous. 

Ashley. W. J., Economic History. I, too, using as authority Dean Kitchin’s intro¬ 
duction to Charter of Edward III for St. Giles Fair, C*3>47)* Winchester Cathedral 
Records II, (1886). 

— Ibid., lot. 

•• Kit chin, ibid., ai. 
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dusty feet, because in theory, and apparently in practice as well, 
the litigants could obtain justice while the dust was yet on their 
feet. These courts administered 4 ‘law merchant,” or law ac¬ 
cording to the customs of merchants, when disputes arose 
between participants in the fair. And, what is important in the 
evolution of the modern business corporation, the operation of 
these fair courts suspended for the time being the ordinary 
jurisdiction of the town courts. They established a species of 
commercial law, complete and circumscribed within itself, appli¬ 
cable to foreigners and to citizens, and final within its restricted 
jurisdiction. The existence of this body of law, which came 
under the grant of a royal charter, explains why the English 
Common Law decisions were, until Lord Mansfield’s time, so 
little concerned with cases of commercial disputes. 70 

The law merchant recognized in these fair courts was of an 
international character developed by merchants moving from 
country to country. It was the acknowledgment of general 
trade customs. As stated in the first English treatise on the law 
merchant : “It is a customary law approved by the authority of 
all kingdoms and commonweals, and not the law established by 
the sovereignty of any prince.” 71 It may be said, perhaps, that 
the whole body of the law of commerce developed outside of and 
independent of the framework and the fabric of a system of 
common law enrooted in the soil. At any rate, the royal charter 
gave the fair an existence as an institution possessing rights and 
privileges that temporarily, at least, annulled the corresponding 
rights and privileges of other institutions. 

The University. -The rudimentary forms of the modern 

business corporation are not found alone among the customs and 
grants to early commercial organizations. Some time before the 
reign of the first Richard, a group of scholars had gathered 
together at Oxford. They may have come there originally from 
the Continent ; or the first scholars may have been Saxons and 
Normans, who, having studied abroad, came back to England 

70 Further discussion: Scrutton, X. E., History of the Law Merchant, Select Essays in 
Anglo American Le^al History, III, 7 (1909). Also Gross, C., Select Cases on the Law 

Merchant (Selden Society) (1908). Mitchell, W., Early History of the Law Merchant 
( 1904). 

n Malynes Gerard, The Ancient Law Merchant, preface (i6aa). 



THE CORPORATION 


3 i 


and gathered in one place, because of a common interest. Even 
the approximate date of the beginning of this association is sur¬ 
rounded by historical uncertainty ; nevertheless, about the reign 
of John we find a definite coherence and internal organization 
among the Oxford scholars. The control by the Bishop of Lin¬ 
coln, within whose geographical confines Oxford happened to 
be, had become indirect and formal, while the scholars had them¬ 
selves set up a kind of internal autonomy. The chancellor of 
the scholars had assumed the position of spokesman and repre¬ 
sented the group before king and pope. He soon acquired legal 
jurisdiction over the scholars. 72 Thereafter, time after time, 
the crown intervened in the affairs of the scholars, usually grant¬ 
ing them greater and greater privileges. But these grants of 
royal favor were always to the group of scholars, as a group, 
never to the scholars as separate individuals. The royal grants 
were frequently of the nature of “orders.” For example, the 
chancellor and the scholars on the one hand, were always quar¬ 
reling with the townspeople, on the other. Sometimes these 
quarrels had their origin in a drunken brawl in which a scholar 
or a townsman was killed ; sometimes there arose disputes con¬ 
cerning the filthy conditions prevailing in the town-bad water, 

bad beer, bad smells-and sometimes again over rights concern¬ 

ing persons or land. Almost invariably the royal orders, intend¬ 
ing to promote peace, were favorable to the scholars. In 1244 
a royal order limited the interest rates to be charged the scholars 
by the Oxford Jews and gave the chancellor jurisdiction over the 
disputes. By 1450 the summation of the royal orders had en¬ 
tirely subjugated the authority of the City of Oxford to the 
University. 

The chancellor could have his own courts, but the town must 
provide prison facilities for the condemned scholars, 73 and the 
mayor, sheriff, and bailiffs were required by order of the king 
to render the chancellor the requisite assistance to carry out his 
decrees. As one writer expressed it, “The burghers lived hence¬ 
forth in their own town almost as the helots or subjects of a 
conquering people.” 74 This frequent intervention of the king 

7a Ordinance of 1214. 

* r * Royal order of 1231. 

n Rathdall* H., Universities in Europe in the Middle Ages; II, 411. 
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through a succession of royal orders, each recognizing the exist¬ 
ence of the associated body of scholars, thus gradually insured 
to the corporate body of the university rights which individuals 
did not possess. Under the nurturing protection of an already 
existing institution, rather than by a single specific charter, the 
corporation of Oxford was acknowledged rather than created. 75 

Joint Stock Company-Origin-The last of the historical 

analogues of the corporation to be referred to, and the one that 
most readily comes to mind, is the joint stock company. The 
leading authority on early joint stock companies is unwilling to 
attribute to them a single idea, believing that they may have 
arisen through a gradual broadening and a more objective atti¬ 
tude toward the mediaeval partnership or that they may have 
risen out of the looser organization of the earlier guilds. 70 How¬ 
ever that may be, it is clear that important economic changes 
were affecting the industrial and social life of England during 
the sixteenth century. The fifteenth century, largely concerned 
with internecine strife, had stultified industry and paralyzed 
foreign commerce. But with a new dynasty firmly established, 
a peace was possible under which both agriculture and the crafts 
could flourish. The Reformation brought great wealth to the 
crown and the gHtter of this superficial prosperity acted as a 
stimulus to all forms of industry. 

The type of industry most affected by the changes in Eng¬ 
land was foreign trade. To the internal conditions fostering 
foreign trade was added the stimulus of Spanish gold and the 
mercantilistic theories of commerce. Hence, the rather limited 
and circumscribed activities of the independent foreign mer¬ 
chants called for a closer organization. In 1505 a charter was 
granted to an association of merchant adventurers which closely 
resembled the form of a joint stock company. 77 This associa¬ 
tion, through a common treasury, possessed a capital stock which 
it, as a company, rather than its members loaned out. Already, 
in 14.95, arl embryonic joint stock company had been granted a 

n For historical accounts see Rashdall, H., Universities in Europe in the Middle Ages; 
B rod rick, G. C., History of the University of Oxford. 

**• Scott, W. R., Joint-Stock Companies to 1720, Chapter x (191a). 

77 Ibid., I, 1 o. 
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charter by Henry VII, to develop the “Mines Royal” of Eng¬ 
land ; and the authority and control were vested in a board of 
governors who claimed jurisdiction and power under the char¬ 
ter to control the entire workings of the organization. 

First Joint Stock Company-The Russia Company.- 

Scott, the outstanding authority on early joint stock companies, 
is unwilling to consider the forms of joint enterprises existing 
before 1553, because their organization was inarticulate and 
somewhat indefinite. They had only a short existence. Scott 
regards the two companies of 1553 as the first true joint stock 
companies. Strictly speaking, as a matter of historical accuracy, 
this may be true ; yet, as elsewhere in this historical review, it is 
difficult to put the finger on the exact time and place when and 
where an institution was born. Rather is it the product of an 
evolutionary process in which embryonic and elemental forms 
gradually give place to forms clearer and more articulated. In¬ 
stitutions, economic as well as social, arise from a process of 
development rather than from a sudden act of creation. 

In 1553, at any rate, a distinct joint stock company was or¬ 
ganized. In that year two came into existence, both for the 
purpose of discovering and opening up new trade routes/ The 
Russia Company, so called, had the suggestive title “The Mys- 
terie and Companie of the Merchants Adventurers for the 
discoverie of regions, dominions, islands and places unknown.” 
Its promoter was the illustrious Sebastian Cabot, then nearly 
eighty years of age,* who, Scott 70 suggests, may have obtained 

T Besides the Russia Company, there was the African Company,-the “Ad¬ 

venturers to Guinea/’ But this was less closely organized than the Russia 
Company. In fact, Scott regards it as a developed partnership. 78 The above 
discussion is confined to the Russia Company which existed as a joint stock 
company to 1669. The African Company, on the contrary, was short-lived. 

m This is assuming 1476 as Cabot’s birth year. For discussion see Harrisse, 
Henry, John Cabot and his son Sebastian, (1896). There is a story to the 
effect that just before the departure of the company’s ship in 1556 a banquet 
was Held. “The good old gentleman Master Cabot gave to the poor most 
liberal alms, wishing them to pray for the good fortune and prosperous success 
of the ‘Searchthrift’ ; and then, at the sign of the Christopher, he and his 
friends banqueted and made them that were in the company good cheer ; and 
for very joy that he had to see the towardness of our intended discovery, he 
entered into the dance himself among the rest of the young and lusty company.” 


78 Ibid., I, ar t and II, x. 
Ibid.. I, 18. 
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the idea of a single joint stock from the trading companies of 
Italy. aa The “adventurers'* subscribed £6,000, in shares of 
£25 par value each to the “one common stocke of the companie" ; 
and the regulations enjoined any “adventurer" from trading to 
the “places unknown" on his own account. bb It was proposed to 
open up trade routes to China, by the north ; but after two ves¬ 
sels were lost in ice and the commander of a third had executed 
a treaty with the ruler of Russia, the company confined its busi¬ 
ness to Russia. Accordingly, a charter was granted in 1555 82 
to secure to “the Adventurers" the sole right of trading with 
Russia “or with any other contries that might be opened up by 
the adventurers in the future and which had not been commonly 
frequented by Englishmen." 83 

The remarkable feature of this charter was that it character¬ 
ized the company as “one bodie and perpetuall fellowship and 
communal tie," thus creating a corpus distinct from the indi¬ 
vidual members. And further the “fellowship and communaltie" 
could hold title to lands, it could sue and be sued under its own 
seal; its members had, moreover, a perpetual succession in the 

** The researches of students of Italian economic history have made it clear 
that at least an analogue of the English joint stock: company was to be found 
in Italy long before 1550. One writer* 0 finds an instance in Genoa during the 
fourteenth century. A debt having arisen in connection with the conquest of 
the little but very beautiful island of Chios in the Aegean, the government 
assigned to the men who had financed the war the monopolistic exploitation of 
the gums and resins obtained from the island. The interest in the debt and in 
the exploitation was divided into shares of an association. 

bb This momentous event, momentous from the point of view of English 
commerce and the subsequent political relations with Russia and momentous 
from the point of view of the evolution of Anglo-Saxon forms of business 
organization, is thus described by the great narrator Hakluyt : “Whereas many 
things seemed necessary to bee regarded in this so hard and difficult a matter, 
they first made choyse of certaine grave and wise persons in manner of a 
Senate or companie, which should lay their heads together, and give their 
judgements and provide things requisite and profitable for all occasions : by 
this companie it was thought expedient that a certaine summe of money should 
publiquely bee collected to serve for the furnishing of so many shippes. And 
lest any private man should bee too much oppressed or charged a course was 
taken, that every man willing to bee of the societie, should disburse the portion 
of twentie and five pounds a piece : so that in a short time by this means the 
sume of six thousand pounds being gathered, the three shippes were bought.*’ 

•° Knight, M. M., Economic History of Europe. 121 (1927). 

81 Hakluyt, Richard, The Principal Navigations, Voyages, Traffiques and Discoveries 
of the English Nation, IT, 240 (Glasgow, 1903)* 

89 Signed February 6 , 1555. 

® Scott, op. cit., I, 19. 
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ownership of its property and the exercise of the privileges 
under its charter. The second remarkable feature was the "joint 

stock” administered by a governor-in this case Sebastian 

Cabot, for life-and twenty-eight of "the most sad discreete and 

honest persons” of the association ; of these twenty-eight offi¬ 
cials, four were called "consuls” 00 and the remaining twenty- 
four "assistants to the governor.” 85 

From the internal evidence, 86 it would appear that Cabot 
completely dominated the company until his death in 155 
However that may have been, the company expanded rapidly so 
that by 1 564, nine years after it actually commenced business, its 
paid-in capital amounted to £48,000, 87 or eight times the original 
subscription. ee Meanwhile it had greatly prospered and become 
the dominating trading company with Russia not only for Eng¬ 
land but western Europe as well. An important part of its busi¬ 
ness was based on a grant from the Russian government of the 
sole right to export wax from Russia. It also had a very large 
export business in cordage to England, France, Spain, and the 
Low Countries. 

Early Joint Stock Charters-In the majority of these early 

joint stock companies, a crown charter ff was granted and a joint 
stock was subscribed by a group of persons. The terms of sub¬ 
scription apparently permitted the governing board to call addi¬ 
tional amounts if the enterprise justified the expectations of the 


cc Name is believed by Scott to have been derived from Italy . 84 

<ld Assuming he died soon after receiving the continuation of his pension by 
order of the Crown (Mary), May 29, 1557. 

'* Some unpaid subscriptions on a recent call would have to be deducted in 
reaching this amount. Some of this capital joint stock was probably loaned to 

Elizabeth,-by giving long credit on Crown purchases of naval stores. The 

Queen, in the first years of her reign, was much concerned to maintain the 
English credit in the Low Countries. 

** In some cases, like the Parliamentary action of 1566 confirming the 
monopolistic privileges granted to the Russia Company by the charter of 1555. 
the charter rights were confirmed by Parliament under the apprehension that 
only through monopoly would foreign merchants be secure in regular and 
continued trade. 

M Scott, ibid,, I, ao. 

Details, Hakluyt, ibid ., II, 304; Scott, ibid., IT, 38. 

** Hakluyt and later commentators, Harrisse. H., Tohn Cabot and bis son Sebastian 
(1896); Nicholls, Remarkable Life of Sebastian Cabot (1869). 

• T Scott, ibid., II, 40. 
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promoters. The provision was invariably included that the asso¬ 
ciation-sometimes called “ fellowship , 99 sometimes “societie,” 

and sometimes “companie”-should be perpetual and its owner¬ 

ship of the joint stock fund independent of the life and death of 
the members. gg By 1570 over £100,000; 89 a large sum when it 
is remembered that the total revenues of the Exchequer were 
only £209,000, was represented by the capital stock of these 
companies. 90 Just at the close of the century, the East India 
Company was chartered, and thereafter joint stock companies 
increased rapidly in number and size. The age of capitalistic 
enterprise, as we understand it, had begun. 

Throughout the long period of English industrial history, 
and the industrial history of her colonies, and finally the inde¬ 
pendent history of the United States, joint stock companies have 
been created in great profusion. As associations they differ but 
little from corporations, and those students of economic history 
who draw clear and fast lines of demarcation between the joint 
stock company and the corporation have their attention riveted 
on the external and legal forms rather than on the intents and 
practical operations. And even in external character and in legal 
forms the two merge into each other. There are joint stock 
companies hardly distinguishable from corporations ; and there 
have been corporations in name which were joint stock com¬ 
panies in their intent and historical background. 

But as one surveys this history of joint stock companies, the 
most obvious characteristic which differentiates them from the 
present corporation is their flexibility or instability, according 
as we regard mobility of the corporate form sympathetically or 
critically. They had a plasticity and variability which stands in 
sharp contrast to the definiteness and the precision of modern 
corporations. This difference begins with their charter; it is 
most conspicuous in the license allowed the managers of the joint 

** In fact, in one case, a charter was granted to a group of partners “to 
prevent great inconvenience which might otherwise arise of the deaths of the 
then existing partners.” *• 

“ Charter, “Governors, Assistants and Society of the Mineral and Pottery Works,’* 
May 28, 1568. Scott, ibid., I, 40. Details of company, ibid., II, 413. 

Scott, ibid., I, 4a. 

•° Ibid., Ill, 514. 
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stock company in contrast to the restrictions imposed on cor¬ 
porate directors by the state and the stockholders. And although 
many joint stock companies have survived through centuries, 
the form of organization is one which invites constant internal 
change and outward mobility. The corporation starts with a 
fixed and more or less precise purpose ; it conducts its business 
with this purpose clearly defined, and when the purpose is no 
longer important, the corporation passes out of existence. It is 
easier to form a new corporation than to transform the intent 
and operation of one already in existence into a new intent and a 
new form of operation. The very ease and the encouragement 
to incorporation offered by the state statutes of incorporation 
has given to each separate corporation a precision and a rigidity 
which would not have been present, had the corporate charter 
been a special grant, valuable in itself, and serviceable for many 
ends. 

From one point of view, the joint stock company has had 
greater longevity because its form permits greater adaptability 
to new demands and changing economic conditions ; from an¬ 
other point of view the corporation has had greater longevity 
because its form is more resistant to changes and has had greater 
internal coherence and individuality. Analogous to certain bio¬ 
logical fctrms, one has survived because of its adaptability, the 
other has survived because of its vitality in withstanding change. 

True Conception of the Corporation.-Both the legalistic 

and the historical conceptions of a corporation are based on the 
past. But this is not a sufficient foundation for either a defini¬ 
tion of the corporation as the corporation now exists, or a con¬ 
ception of its functional significance in finance. It is not suffi¬ 
cient because neither the sovereignty-contract theory nor the 
genetic theory gives us the least idea of what the corporation 
stands for in the complex balance of economic forces that con¬ 
stitutes the world of business of today. What we are interested 
in, if we try to define a corporation, is its function, as an institu¬ 
tion-and a very important and significant institution-in our 

contemporary economic life. This is a question neither of his¬ 
tory nor of the law, but of the meaning of the thing as it now is. 
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^The corporation is an institution, a human relation which 
under the molding hand of a very modern and very special in¬ 
dustrial order has assumed a significance all out of proportion 
to anything remotely conceived by ancient law makers or law 
interpreters^ Irrespective of its genesis, the modern business 
corporation is very different from anything understood by Coke 
or Blackstone, or Alexander Hamilton. And it is the corpora¬ 
tion as an institution that we would now define and analyze, not 
the corporation as an outgrowth of legal or political theory. 
Similarly, the human institution of marriage may be described 
as a contract, for under the convenient caption of*a contract the 
jurist would group marriage, the corporation, and the house to 
house delivery of milk. But an agreement of two persons to live 
together gives no more understanding of marriage as a vital 
present-day institution than the filing of certain papers with the 
Secretary of State gives an understanding of the corporation as 
a present-day institution. Nor are the historical analogues any 
more significant. From recent discoveries it appears that the 
idea of monogamous marriage, as an institution, came to our 

Graeco-Roman civilization from the Hittites-this together 

with certain monogamous customs among the Germanic tribes 
give us the historical background for marriage among the 
Anglo-Saxon peoples. But it throws not the least ray of light 
into the institution as it now exists in twentieth century Amer¬ 
ica. We do not go to Westermarck or the Corpus Juris to learn 
about marriage as it is, but to Ibsen and Galsworthy. We can 
dismiss the historical and legalistic descriptions of the corpora¬ 
tion as interesting; yet neither vital nor illuminating. But cer¬ 
tain historical developments of a distinctly economic character 
are vital and illuminating and our best insight into the nature of 
the corporation may be gained by observing the way the corpo¬ 
ration has brought about these developments and the way these 
developments have brought about the corporation. 

Human nature changes but little from age to age. But the 
relation of human nature to this material environment, which 
we call civilization, is continuously changing. This is the ever- 
flowing stream of Heraclitus, while the eye of the observer re¬ 
mains the same. Outstanding differences between our present 
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age and the past, arise from the existing economic integration 
of society- Following the industrial revolution of the late 
eighteenth and early nineteenth centuries production of com¬ 
modities changed from the age-old family and small shop system 
to the factory system. ' The nineteenth, in contrast to the eigh¬ 
teenth century, inaugurated widely extended methods of trans¬ 
portation both of commodities and of persons. Parallel to these 
changes was the growth of wealth represented by other forms 

of property than merely land and personal goods-other forms 

such as expensive tools and buildings, water works and canals, 
and large bank deposits. An economic order of small things, 
old as mankind, was giving way to an economic order of large 
things so new as to be incomprehensible . 1111 This new order of 
economic being is large in a way different from the past not only 
in degree, but in kind. 

With these things in mind, therefore, we are to regard the 
corporation as an institution. It had its historical analogues, 
but the corporation of contemporary America is distinct from 
any of them ; it has its legal attributes, but it is more than the 
sum of these attributes. As an institution it is a creature of our 
economic world, whereby many people may hazard a part of 
their resources in order to conduct a business enterprise that 
shall maintain an independent existence with independent re¬ 
sponsibilities ; and this existence springing into being at our 
will, ceasing at our will, serves the intricate needs of a complex 
industrial order as the emotionally ridden life of conscious hu¬ 
man beings cannot. All else is unessential. The origin through 
grant of the sovereign power is an accident, convenient as a 
basis of regulation and taxation, but otherwise unimportant; 
and regarded as a contract, it is easily made to fit into the forms 
of legal precedents. Conceivably, the great railroads, industrials 

hh There is a contemporary as well as an historical antithesis. A country 
like Bulgaria, for example, consists only of small farmers, small artisans, and 
small shopkeepers. Walking along the streets of KLazanlik, one sees only the 
basket maker, the vintner, the potter, the butcher, and the hatter. In the valley 
there are only the little farms of the rose growers. The peasants follow an 
agricultural practice of a bygone age. In this civilization, there is no cor¬ 
poration and no need for the corporation ; and this, not because of an ignorance 
of the corporation, but simply because the economic order does not require it. 
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and banks could be carried on by voluntary associations based 
on mutual agreements, or even by a form of organization radi¬ 
cally different from anything we now have and the organization 
so conceived could function in our contemporary world exactly 
as do the state chartered corporations clothed with their definite 
legal attributes. 

It is obvious that modern business enterprise might be car¬ 
ried on without the aid of the legalistic form of the corporation 
when we consider that great national businesses, such as that of 
express, are carried on by joint stock companies, the great bank¬ 
ing houses-J. P. Morgan and Company-or huge factories 

like the Baldwin Locomotive Works, until 1909, as partnerships. 
If relief from personal liability were all that gave effectiveness 
and scope to the corporation, it would have been very easy to 
accomplish this from the standpoint of social policy. It would 
have been simple to work out certain changes in partnership or 
joint stock or trust law, or to develop some other form of organ¬ 
ization that would meet the social and economic demands now 
met by the corporation.® 1 

.The essence of the idea of the corporation, its reality for the 
purposes of business theory, is that it is an acknowledged 
medium whereby the multifarious activities of our economic life 
are carried on;"what form this medium may take is a purely 
accidental matter. The simple fact that the corporation does 

what it does-that it makes possible our economic life on the 

scale our present type of industrial civilization requires-is alone 

of essential importance. This is its pragmatic reality. We do 
not pass judgment on the permanence of this economic life, nor 
on our contemporary civilization ; in the grip of this civilization 
we may be better off or we may be worse off than men in the 
days of Pericles or of Charlemagne. Our present day mode of 
life is conditioned by our contemporary industrial civilization; 
it is as it is, and inseparably bound up with it is the corporation 
as an institution. That is the essence of the corporation. 


See particularly Warren, £. H., Corporate Advantages without Incorporation (1929). 



CHAPTER 2 


FINANCIAL POSTULATES OK THE CORPORATION : 

ITS CAPITAL 


Pragmatic Basis of Economic Institutions. -The corpora¬ 

tion did not arise, in its present social setting, as the immediate 
response to an economic need. It arose, as most important 
social and economic institutions have arisen, as the product of 

the mutual interaction of many forms-social, political, and 

economic, operating over a considerable period of time. It was 
suggested in the preceding chapter, under the heading of the 
historical analogues of the corporation, that when men found 
it necessary to unite into some loose form of organization in 
order to meet some specific purpose, the rudiments of the cor¬ 
poration arose. This purpose might be social, economic, or even 
educational. The important objective fact was the acknowledg¬ 
ment of an internal unity, subject to articulate definition, by 
the sovereign power and the crystallization of this acknowledg¬ 
ment by means of the charter; the important subjective fact 
was the feeling engendered within the member of the group 
of a consciousness of unity.® 

* It is not my purpose to enter into two perplexing legal Questions which 
have, from time to time, demanded an instant solution. 

i. To what extent is the present business corporation independent of its 
stockholders. This independence is apparently absolute, unless there is evi¬ 
dence of actual constructive fraud. Justice Holmes goes so far as to say: 
“A leading purpose of the complete corporation, as called into being under 
modern statutes, and of those who act under them is to interpose a non¬ 
conductor, through which in matters of contract it is impossible to see the 
man behind .” 1 * * 4 But a corporation may not be organized for the overt pur¬ 
pose of defrauding creditors,* nor for defrauding the government* nor for 
rendering ineffective regulatory legislation . 4 4< It is nevertheless true that if 
the separate corporate capacity is perverted to dishonest use to evade obli¬ 
gations or to defeat public welfare, the courts will penetrate the device, un- 

1 Donnell v. Safe Co., 208 TJ. S. 273. See also Elenkiegr v. Siebrecbt, 238 N. Y. 254. 

* Bank v. Trebein, 59 Ohio 316; Montgomery Co. V. Dienelt, 585. 

* Linn v. United States, 236 U. S. 574. 

4 United States v. Reading Co., 253 U. S. 26. 
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Throughout the history of reflective thought the human 
mind has striven to give a conceptual definition to the unity 
that exists in the many. And as an intellectual antimony it is 
now no nearer a final solution than when Parmenides, son of 
Pyras, walked the byways of Velia. But as a matter of social 
and economic evolution the history of civilization has been the 
history of making articulate in the practical affairs of life some 
kind of reality to be ascribed to the unity among groups of 
people drawn together for a common need or actuated by a 
common purpose. 15 Of such a nature is the corporation. Of 
such a nature are other pragmatic unities existing for an eco¬ 
nomic end-the manor, the guild, the labor union, the volun¬ 

tary trust, group banks, mutual life insurance societies, even the 
associations of bondholders acting under a bondholders 5 pro¬ 
tective agreement. 

The important fact about a business corporation is that it 
arose and it exists today as a response to an economic need. 

cover the abuse of the special privilege, and circumvent fraud.” 5 “The 
corporation cannot be privy to a fraud/’ # 

2. The other question is the power of state to destroy the corporation 
which it has created. This is apparently well within its sovereign power if 
the acts of the corporation, through its stockholders, are acts against the 
interest of the public. 7 

Neither of these propositions is in the least inconsistent with the view of 
the corporation taken in this paragraph and in the closing sections of the 
preceding chapter. The law, in both propositions, is dealing with the form 
of the corporation ; it merely limits the strength of the legal fiction to counte¬ 
nance fraud and subvert the well-being of the state, its sovereign creator. 

But the discussion here in fact, the point of view of this whole book— 

affirms the pragmatic reality of the corporation as a product of determining 
social and economic conditions of which it is both cause and effect. Its struc¬ 
tural form, from the legal point of view, is of little consequence ; this changes 
incessantly with the currents of public opinion as crystallized in the acts of 
legislators and jurists. But the pragmatic reality of the corporation is some¬ 
thing deeper than the accidents of its structural form. This structural form 
may have been created by the state, and that which the state can create, it can 
alter and destroy. But the substance behind this form was created by social 
and economic forces ; and the form may be altered and even destroyed, but 
the substance remains. 

b In a far distant time, perhaps as early as 2600 B. C., business associations 
with a common capital and a communistic organization existed at trading 
points in Asia Minor. They were the far flung outposts of a commercial 
empire which had its centers in the cities of the Euphrates Valley. 

6 Ibid. 

9 Justice Holmes in Linn case, op cit . 

7 People v. North River Sugar Co., ui N. Y. 58a, and the parallel case State v. 
Standard Oil Co., 49 Ohio 137. 
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This is also true of other economic institutions. Man created, 
or rather, nurtured them into their present form because they 
served a need. Consequently it is both historically inaccurate 
arrd contrary to empirical observation to raise the corporation 

into a position of sanctified self-sufficiency-to make of it a 

kind of thing-in-itself which exists independent of the human 
needs which fostered its existence. This is what various conti¬ 
nental students of legal and economic institutions do when they 
assign to the corporation an independent existence ; 8 this is 
what students of jurisprudence do when they endow the cor¬ 
poration with a Platonic reality. 

> The need which brought the corporation into existence and 
which maintains it in the position it occupies in our contem¬ 
porary civilization is economic. Other forms of union for 
economic ends might have been devised and evolved through 
various stages to meet the economic need now served by the 
corporation. Largely through historical accident this particular 
form of unity proved highly successful in helping to solve the 
new problems growing out of the capitalism that followed in 
the wake of the intellectual Renaissance. Accordingly, it was 
retained, and waxed strong, not because it had any value in 
itself, but because it served its purpose. 

Corporation Essentially an Economic Institution.-The 

advantages arising from the possession of a charter have been 
recognized by groups of people holding a common purpose 
quite distinct from that of operating a business enterprise. 
This has already been referred to in connection with the rise 
of the University of Oxford; and it is readily recognized at the 
present time by the corporation charters of municipalities, and 
by a host of eleemosynary and semi-charitable corporations 
such as the President and Fellows of Harvard University, the 
Newtowne Plospital, the Society for the Prevention of Cruelty 
to Animals and the American Kennel Club, Inc. In the strict 
legal sense these institutions are just as much corporations as 
the United States Steel Corporation or the Newtowne Flour 
Mills, Inc. But the economic developments of the last 400 

* Miraglia among the Italians, Gierke among the Germans. 
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years have brought into such arresting importance those cor¬ 
porations conceived for the purpose of carrying on a business 
undertaking for profit that except in terms of strict definition 
the term corporation has come to mean the business corporation. 
And in the subsequent discussions of this book the connotation 
of the term corporation is restricted to the business corporation 
unless the context implies a distinctly broader meaning. 

Basis of the Integral Unity of the Corporation.-The busi¬ 

ness corporation may perform its function only if it has a uni¬ 
fied purpose and a unified fund of property. Both are essen¬ 
tial ; and both give to the business corporation, its individuality. 
One may be spoken of as the teleological unity of the corpora¬ 
tion, the other as the economic. Many reasons have been alleged 
to explain the rise of the corporation to its present importance : 
The division of labor and the decline of home industries, the 
increasing importance of the instruments or tools of production 
in contrast to human labor, the significance of the legal con¬ 
ception of limited liability, the increase in the surplus savings 
fund of society, the strengthening of the social safeguards for 
general investment, and the extension and quickening of the 
modes of transportation that make the whole world one work¬ 
shop and one market. All these influences were present in the 
evolution of the human corporation, as they have been present 
in the evolution of our present highly complex economic order ; 
and the corporation as one part, or rather one aspect of this 
highly complex economic order, has felt all these influences 
and at the same time has been an important force in creating 
them. 

But the unique thing which an institution such as the joint 
stock company in its later form or the corporation has con¬ 
tributed to our present industrial organization is homogeneity 
or rather integrity of the capital fund owned by the corporation 
and dedicated to a single economic purpose. The property of 
the individual is subservient to the multiplicity of purposes, to 
the varying, uncertain and inconstant devices of a single indi¬ 
vidual ; it is subservient to his will and may be consecrated to 
a single object requiring a long period of time for realization 
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or it may be frittered away in the futile chase of one object after 
another. The corporation gathers its property into a single 
fund and this fund is dedicated to a single economic purpose. 
Once the human individuals who are responsible for the cor¬ 
poration agree upon the purpose, it remains constant, notwith¬ 
standing the changes of heart of any single one. True, a ma¬ 
jority of the owners may change the purpose, but such a change 
is preceded by considerable formality and would not occur 
except as a result of a real provocation. The corporation’s 
purpose is not variable and vacillating like the purposes of a 
human being. 

With a fund of property dedicated to a single purpose, un¬ 
affected by the going and the coming of individual owners, and 
unaffected by the death or removal of the designated officers, 
the corporation can hold to a predetermined course without 
the dissipation of its energies. But for this purpose there is 
no limit to the amount of property that individuals may con¬ 
tribute. The Pennsylvania Railroad has property valued at 
over two and a quarter billions of dollars dedicated to the single 
purpose of railroad communication ; the United States Steel 
Corporation two and a half billions dedicated to the manufac¬ 
ture and distribution of iron and steel products. And there is 
no reason why vastly greater sums could not be utilized by either 
corporation, if the purpose underlying their existence could be 
more easily achieved. It is this concentration of property for 
a single purpose, the multiplicity of wills centered upon a single 
focus, and the endurance of this purpose for a period of time 
unaffected by the life and fortunes of single individuals, which 
is the peculiarly important contribution of the corporation to 
our contemporary economic civilization. 

The unity of purpose of the corporation requires, however, 
another kind of unity, that of the property owned or controlled 
by the corporation. A mere charter to perform an economic 
function is of negligible importance unless the purpose 
embodied in the charter can be carried out. This requires an 
amount of economic resources owned directly by the corpora¬ 
tion or else loaned to it by other persons or corporations. The 
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distinction between owned and borrowed resources is legal 
and does not affect the economic purpose. The important thing 
is the power of the corporation to control and to direct for its 
single purpose some economic means ; the ultimate ownership 
of this means is another and entirely subordinate consideration. 
The right, too, of the corporation alone or of its creditors to 
participate in any profits arising from the carrying out of the 
corporate purpose is still another and subordinate consideration. 
The fund of economic means which the corporation can dedi¬ 
cate to its single purpose is its capital. 

Fundamental Idea of Capital-Long years ago, in the first 

important treatise on economics produced in our western civi¬ 
lization a great analyst of human action as well as a great soldier 
stated that “capital 0 was that from which profit may be 
obtained . 99 9 This is perhaps the first formulation of the modern 
economic theory of capital, namely, that capital represents that 
part of wealth, accumulated by human labor, which is dedicated 
to the further production of wealth. This is the definition of 
capital acknowledged by the classical economists. It is the 

* Students of Xenophon might question the distinctly modern interpreta¬ 
tion which I have given to this phrase. I think, however, the context justifies 
it. The Okonomikos starts out with a discussion of what constitutes a man’s 
property. It is all that a man possesses outside of his own household—that 
is, the property a man has beyond his own personal effects and those of his 
immediate family. The whole remarkable essay is a study in the principles 
controlling the administration of productive property in a simple agrarian 
society. And it is no more difficult to translate the fundamental concepts 
used by Xenophon, to interpret the agrarian conditions of fourth century 
Greece, say 380 B. C., into the concepts now required than it is to bridge the 
gap between the agrarian background of the England of 1780 and the present 
time, in order to make the fundamental concepts of Adam Smith applicable 
to an economic civilization largely motivated by such non-agricultural crea¬ 
tures as the United States Steel Corporation and the Pennsylvania Railroad. 

Having defined a man’s property as his possessions beyond his household, 
Xenophon then proceeds to distinguish between that portion of his property 
which is true capital and that which is not. Property which has no produc¬ 
tivity, like “land which makes us starve instead of yielding sustenance,” 10 is 
not capital, nor is a flute to an incompetent man who is ignorant of its use, 11 
nor a “mistress who harms him, mind, body and material goods.” 12 At this 
point he states categorically that true capital is that part of wealth which can 
be made to yield a profit. 

• Xenophon, Okonomikos, I, 13. 

Ibid., I, 8. 

« Ibid., I, 10. 

** Ibid., I, 13. 
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fundamental conception of capital of which all other definitions 
and conceptions are somehow modifications. 

From the point of view of the corporation its capital is 
exactly what this conception implies. A certain amount of the 
accumulated wealth of society has been turned over to the use 
of the corporation in order to enable it to carry out its purpose. 
The purpose is the manufacture of cloth, the operation of a rail¬ 
road, the exploitation of copper mines in Africa, in order to 
obtain a profit. It is the economic substance of the corporation 
in contrast to its form. And the important thing about the 
capital of a corporation is that no reference is made, in the first 
instance, to the source of this capital, whether contributed by 
shareholders, and therefore forever given over to the corpora¬ 
tion, or merely loaned to it for a shorter or a longer period. 
To repeat, the essential thing about the fundamental conception 
of a corporation’s capital is that a definite amount of wealth 
has been segregated and placed at the disposal of the corporation 
to enable it to carry out its purpose/ 1 

This fundamental conception of the corporate capital, which 
is in strict accord with the economist’s definition of capital, has 
been subjected to many modifications according to certain legal, 
business, and accounting practices. We proceed, therefore, in 
the remainder of this chapter, to describe these adaptations and 
modifications. 

The first problem arises in connection with the limitations 

* It is interesting to note that the material resources of the early English 
corporations are never referred to as capital. The term was used in 1564 to 
refer to productive real estate. 18 The term worked its way into the financial 
accounts of corporations through accountancy. In the earlier works on ac¬ 
counting-modeled after the Italian-capital was defined as the difference 

between the goods a man has in his possession and what he owes his creditors/ 4 

The first use of the term capital among corporations, apparently, is to be 
found in the records of the East India Company in 1614. At first the term 
was used to connote the amount of money paid in, and especially with refer¬ 
ence to the distribution. Thus when the managers proposed to distribute 
among the shareholders an amount equivalent to their investment, they de¬ 
clared the distribution of a “capital in money/' 15 At one time they declared 
a distribution of three capitals and -or a dividend of 311^?/® 


18 “The capital messuage and park of Copthall.** (Essex) Elizabeth, State Papers 
XXXIV, 44. 

14 Peele, J., Dialogue (1560). 

^ Scott, W. R., Joint Stock Companies to 17*0, I, 137 (xpia). 

18 /WJ., *50- 
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and extensions which must be assigned to this simple definition 
of capital to bring it into agreement with the customary usages 
of the term as applied to the modern corporation. The first is 
the extension of the concept of capital beyond material goods. 

In Xenophon’s discussion of capital, from which the quota¬ 
tion in a preceding paragraph was taken, he points out that both 
friends and enemies are to be regarded as capital “to a person 
who is able to make them profitable.” 17 Xenophon does not 
pursue the subject further but turns his puppets® to a discussion 
of thrift and saving as moral virtues. I 5 ut the question con¬ 
fronts the student of corporation finance at every turn. If the 
economist’s definition of capital restricts capital to material 
goods, then, the most useful and productive of the resources of 
many corporations would be excluded at every turn. The 
“goodwill,” the patent rights, the efficiency rising from a smooth 
running organization developed through years of experiment 

and the expenditure of much time and money-these are not 

material wealth arising out of past labor and dedicated to the 
production of profit. Yet they may contribute more to the 
profit of a corporation than its pots and pans, its buildings and 
machinery. A corporation, too, may surrender more of its 
stock in return for established goodwill than for land and fac¬ 
tories, and if the former is not to be regarded as a part of its 
capital, then the corporation may start its life with an enormous 
loss. 

If then we adopt the economist’s definition of capital as 
material property devoted to productive ends, it will be neces¬ 
sary to supplement this description of capital in order to make 
it conform to acknowledged corporate usage. This is because 

•The word puppet is used advisedly. In the whole extent of the Socratic 
dialogues poor Socrates never appeared in a role so unlike the Socrates of 
the Apology and the Memorabilia as when he sympathetically approves of 
arranging the household goods all in perfect order, like the gear in a Phoe¬ 
nician trading galley, with the women’s quarters securely fastened. 1 * Obvi¬ 
ously, what Xenophon had in mind was to raise personal economics to the 
plane of a moral science, and the Socrates tradition, with the master hardly 
20 years dead, was introduced to give moral tone to the homely virtues of 
farm and household. 

Ibid., I, 15. 

** Ibid.. IX, s- 
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much of the most valuable part of a corporation’s capital- 

most valuable in the sense of most productive of profits-may 

consist of intangible values, not easily translated into material 
goods. 

, These supplementary forms of capital are, in general, of 
two kinds : intangible values, for which the corporation has 
made a specific payment in money, stock, or property and those 
intangible values which come into its possession by indirect 
means and for which there is no specific expenditure. 

The intangible values which may properly be considered 
a part of the corporation’s capital because, although not ma¬ 
terial, they represent an expenditure or payment in the broadest 
sense and are directly productive of profit are exemplified by 
patent rights and trademarks developed through years of adver¬ 
tising effort. In the case of a patent right a corporation may 
be organized for the explicit purpose of exploiting the patent, 
and whatever money or goods are contributed by the stock¬ 
holders or creditors in the first instance may be entirely ex¬ 
changed for the patent right. This is to form the basis of its 
business. Until more money or goods are contributed or bor¬ 
rowed, the entire capital of the corporation may be represented 
by this single intangible value ; the potential capacity for mak¬ 
ing a profit may depend merely and only on the monopoly value 
adhering to the right under the legal sanction of the patent to 
manufacture some commodity more cheaply than under other 
conditions. The management of the corporation may license 
manufacturers to use the patent without entering the manufac¬ 
turing field, so that for long periods of time the corporation has 
no material capital, yet derives a steady income from its posses¬ 
sion of the patent. A similar observation might be made re¬ 
garding trademarks. Through their possession, whether bought 
directly through a specific exchange of goods or money, or 
whether developed through a long period of time by expendi¬ 
tures for advertising and trade publicity, the final result is the 
same. The profits of the corporation are enhanced by their 
possession, and this increase of profit may-as is true of the 
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license fees under a patent-be concretely measured.* And 

conceivably also a corporation could have its entire capital rep¬ 
resented by one or more trademarks and lease the rights to 
their use to others without acquiring any material capital. The 
significant thing about patent rights and trademarks, from the 
point of view of the definition of capital, is that they are not, 
except through a subversion of the term, material capital; yet 
they are truly a part of the corporation capital because specific¬ 
ally contributing to the purpose for which the corporation exists 
and distinctly productive of profit. 

The corporation may obtain other forms of intangible capi¬ 
tal not so easily explained in terms of exchange value. A 
factory site is acquired in the outskirts of a city for which little 
is paid. In the course of time two railroads pass the site. As a 
result of this good fortune the corporation realizes unanticipated 
economies in the cost of the transportation of raw material and 
finished products. The factory site is in a unique situation ; no 
other land has the corresponding advantages. No material 
goods, no additional material capital has come into the posses¬ 
sion of the corporation ; yet by reason of a fortunate, perhaps 
even fortuitous, event, greatly increased profits are possible. 
Clearly something has been added to the property of the cor¬ 
poration that contributes to its purpose and its profits. Yet 
the corporation paid nothing for this increase in its capital. It 
is not difficult to recognize many other changes in the corpora¬ 
tion's fortunes which bring to it an increase in its intangible 
values, without involving any expenditure on the part of the 
corporation itself. A new factory may suddenly settle within 
the franchise territory of a utility as a result of which its gross 
and net income are largely enhanced without involving much, 

* A certain group of cotton cloth mills had a trademark developed over a 
period of time. A textile engineer was requested to place a concrete valuation 
on this trademark. The mills received a little more from wholesalers and 
jobbers for the trademarked cloth than other mills received for the identical 
cloth not sold under the trademark. The engineer computed the value of the 
trademark by first determining the product of this differential by the total 
yardage of trademarked cloth sold. This gave the annual productivity of 
the trademark or the annual net profit attributable to the ownership of the 
trademark. The capitalization of this trademark profit, on a 10% basis, gave 
the capital value of the trademark. 
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it any, expenditure; a new demand may suddenly arise for the 
company’s product with no competitor in the position to fulfil 
it; a new subway may open up a new and quicker access to a 
retail store so that the number of its customers is enormously 
increased. These shifts in the wheel of fortune, and others of 
a similar kind, illustrate intangible values coming into the capi¬ 
tal of the corporation for which there is no corresponding ex¬ 
penditure. They are not material ; yet their possession furthers 
the object for which the corporation exists and greatly augments 
its profits. They are in a very real sense a part of its capital 
and were the corporation to sell its property their presence would 
greatly increase the price to be realized. 

When modified with these extensions of meaning, the con¬ 
cept of capital is sufficiently broad to become the fundamental 
conception underlying the financial structure of the corpora¬ 
tion. And as used hereafter in this study “capital” refers to 
the actual wealth or property value of a corporation dedicated 
to the carrying out of its specific purpose and, in the narrower 
sense of a business corporation, to the purpose of earning a 
profit. These property values may include non-material values 
such as parents and trademarks, and even less tangible values, 
provided they further the ends of the corporation and lead to 
an increase of profits. When it is desired to superimpose on 
this elementary meaning of capital, the artificial implications 
of accounting theory or practice, the usages found in legal 
decisions, such terms as capitalization, capital stock, capital 
liabilities, or capital structure will be used, but the context will 
always make the distinction clear. 

We shall now turn to the differences in usage of this rather 
simple concept arising out of different sets of presuppositions 
and different historical backgrounds. Perhaps the most per¬ 
plexing is that of accountancy. The underlying presupposition 
of a science of accountancy is that all economic values can be 
correlated with corresponding money values. This presupposi¬ 
tion is necessary to enable the accountant to bring under the 
caption of a single common denominator, money values, the 
great variety of economic values-physical property, franchises. 
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merchandise accounts. Valuable though a franchise, a trade 
connection, or the services of an old employee may be, unless 
these values can be translated into money, they can find no 
recognition from the accountant. 

In the case of a corporation the accountant assumes a 
parallelism between the money valuation of the property of a 
corporation on the one side and the total claims to this property 
by those who contributed to it. To the accountant the corpora¬ 
tion is merely a focal center. On the one side is the sum of 
its possessions, and on the other side the sum of its obligations. 
These are equal. Consequently, to the accountant, capital may 
be either an asset of the corporation or a liability according as 
it is looked upon as property owned by the corporation or owed 
by the corporation. In order to avoid confusion, it is customary 
to refer to the capital when regarded as a liability of the cor¬ 
poration as capitalization or capital stock, but these terms have 
come to have specific meanings to be discussed later. 

The accountant's use of capital may be either less or more 
comprehensive than the definition given in an earlier para¬ 
graph. As the accountant cannot recognize that which cannot 
be reduced to a specific money value, he does not include in his 
capital of a corporation those intangible values, patents and 
trademarks, if they cannot be correlated with a specific cost. If 
they arise in the course of normal operations without any spe¬ 
cific outlay on the part of the corporation, they cannot be 

brought on to the books of accounts-except through a process 

of marking up the assets which is repugnant to the accountant- 

and hence cannot be included as part of the corporation capital. 
And furthermore, he does not ever include as capital those other 
more intangible property values of the corporation which arise 
through the operation of entirely external forces which cannot, 
by any stretch of the term, represent an outlay on the part of 
the corporation. 

On the other hand, the accountant’s use of capital may be 
more comprehensive than the definition given here. This case 
may be illustrated by the opening entries when he constructs 
the initial balance between property capital and liability capital 
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of a corporation promoted without regard to any substantial 
correspondence between assets and liabilities. A corporation 
is formed to take over one million dollars of property. This 
property cost the promoters one million dollars; and there is 
no supplementary goodwill or other intangible value. To 
facilitate the sale of the stock of the enterprise, it is deemed 
expedient to issue two million dollars, par value, of stock, each 
share to be sold at 50^ of its value. Under the circumstances 
the accountant is compelled to adopt a fiction. He creates on 
the property side of his balance a capital of two million dollars, 
of which one million is pure fiction. This is done in order to 
balance property capital with liability capital in the form of the 
issue and outstanding par value of two million dollars of capital 
stock. In this case the corporation has a capital of one million 
dollars in the economist’s sense and in the sense in which the 
term is used in this study, but it has a capital of two million 
dollars in the accountant’s sense, because it has outstanding two 
million dollars of capital stock. 

Legal Conception-The juristic conception of capital is 

intimately tied with one of the fundamental problems of juris¬ 
prudence, that has come down to us through centuries of social 
relations. It is the determination of the juristic rights of dif¬ 
ferent people having different claims or kinds of claim to the 
same property. The law, ever since the days of Solon, has 
found great difficulty in defining with precision the focal point 
of difference between the title owners or occupiers of a piece 
of property and those who might claim the same property in 
satisfaction of a debt. Through the centuries, in one form or 
another, our English law has striven to make clear the socially 
expedient conditions under which creditors may hold and ap¬ 
propriate the property of debtors. When, therefore, during the 
nineteenth century, the demands of a changing economic scene 
effaced from the ownership of the stock of a corporation the 
liability for the corporate debts, it became necessary to define 
£tlie extent of the property upon which the corporate creditors 
could rely for the satisfaction of their debts. This was the 
capital. To preserve it intact for the creditors, this capital 
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of the corporation was called in 1835 a “trust fund” ; and the 
corporation was conceived as holding in “trust” its capital for 
its creditors. 10 And although the “trust fund” theory of cor¬ 
porate capital is passing out of fashion, 20 the law still clings to 
the idea that a corporation must have a fund of property, to be 
called capital or explicitly stated capital which it holds for the 
benefit of its creditors. 

Legal definition is by no means clear to as to what should 
constitute this capital of a corporation. Since the legalizing of 
no-par capital stock, the issue of stock at less than its par value 
by at least one state, and the widespread use, since 1929, of 
stock with nominal low par value, no attempt has been made 
by statute or legal opinion to establish a correspondence between 
the legal capital and the economic capital of a corporation. In 
fact, the somewhat attenuated conception of legal capital has 
ceased to be of significance except in one particular, that of 
defining a limitation on the amount that dividends may en¬ 
croach on the economic capital of the corporation. But as the 
directors may, by increasing or decreasing at will the par value 
of the shares and thereby increasing or decreasing the capital, 
from the legal point of view, of their corporation, they have 
this single limitation very much within their control. Thus 
whatever safeguard the legal theory of capital, as a trust fund 
for creditors, may have had when it was first announced a cen¬ 
tury ago, its significance as a protection for creditors has been 
quite completely eroded by the widespread use of recent con¬ 
ceptions of capital stock. 21 

Business Conception of Capital. -There remains for con¬ 

sideration the conception of capital as used in the vocabulary 
of ordinary business parlance. This is of considerable im¬ 
portance, because the accepted meaning of a term by men who 
have the most occasion to use it invariably finds its way into 
legal and economic literature. Unfortunately, however, busi- 

19 Leading* case of Wood v. Dummer, 3 Mason (U. S.) 308. Also similar expressions 

in Sawyer v. Hoag*, 17 Wall. (U. S.> 610 (1873). This theory is discussed at some 

length in the succeeding chapter dealing with capital stock. 

20 Hossins v. Briemeld Coal and Iron Co., 150 U. S. 371. 

21 This whole subject is discussed in more detail in connection with the advantages of 
no-par capital stock. See Chapter 3, page 77 ft. 
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ness men use the term capital in a variety of ways of which the 
following four are perhaps the most usual. 

The business man may use the term capital with reference 
to the fund of money or property originally contributed by the * 
proprietors of the corporation, its incorporators, or original 
stockholders. According to such a usage those corporations 
which commence business with borrowed money or property 

only actually start business without capital-in the same way 

that a man without resources who starts himself in business by 
means of credit extended to him may be said to have started 
business without capital. Such a usage focuses the attention 
on the legal title to the property of the corporation, restricting 
the use of capital to that part of the property of which it had 

complete title from the beginning-the corporation’s own stake 

in its business. 

Again the business man’s use of the term capital may re¬ 
strict it to that part of the original contribution which is essen¬ 
tially and primarily material goods. Under this restricted use 
all goodwill, in any form, contributed by the organizers to the 
fund of property at the disposal of the corporation would be ex¬ 
cluded. This description is similar to the economist’s definition 
of capital, except that the business man employing this restricted 
use, would exclude all property, material or otherwise, which 
the corporation might borrow. Strictly interpreted, it would 
mean the stock of material goods which the corporation origin¬ 
ally acquires in its own right. 

Again, the business conception of capital may include not 
only the contributions of the proprietary interests in the cor¬ 
poration but also those represented by the corporation’s borrow¬ 
ings. Any property whatever within the control of the corpora¬ 
tion, whether owned, leased, or borrowed, would constitute the 
corporation’s capital. And, according to one interpretation of 
this conception, capital would include all material property and 
intangible values ; and according to another interpretation it 
would be restricted to the material property alone. 

Although confusion may arise from these various possible 
usages of the term capital among business executives and finan- 



56 CORPORATION SECURITIES 

cial and even legal documents which have followed business 
parlance, the context usually makes clear the sense in which the 
term is used. There is one distinction, however, of the utmost 
importance, which is not always clear from the context. It 
arises from the requirements of accounting practice that neces¬ 
sitate a balance in money between the corporate property and 
the corporate liabilities. 

In a single-proprietor business or even in a partnership, 
capital comprises the total properties of the business. In con¬ 
crete cases it is determined from an inventory of the actual 
property owned by the proprietor or the partnership. In busi¬ 
nesses conducted by corporations, however, this simple way of 
ascertaining capital cannot be used, owing to the necessity of 
establishing a balance between the properties owned and the 
liabilities or properties owed. The capital, in any of the usages 
heretofore described, is not the properties or property rights as 
they appear on the books of account of the business, because 
the tangible properties are generally inflated by fictitious book¬ 
keeping entries, such as bond discount or the various balances 
from contingent reserve accounts. This total of properties, 
set off on the assets side of the balance sheet, has no significance 
whatever except-to the accountant, and to him it has signifi¬ 
cance only because he has imposed on him the obligation of 
entering somewhere on the balance sheet the remainders of 
accounts and thus creating an equation between the two lists 
of these accounts. In no sense, therefore, can one regard the 
capital of the corporation as the summation of one or another 
of these lists. 

Gross and Net Capital. -Sometimes for convenience a dis¬ 

tinction is made between the term gross and net capital. When 
the distinction is made, the gross capital of a corporation refers 

to the total capital-tangible and intangible. And net capital 

is an expression sometimes used to indicate the remainder after 
all the debts owed by the corporation have been deducted from 
the gross capital The distinction, however, is not ordinarily 
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adhered to in business parlance even in legal discussions which 
try to use the term capital with some degree of precision.^ 

Capitalization. -The term capitalization is used in both an 

accounting and in a financial sense. In an accounting sense 
it represents the sum of the liabilities set off against the total 
capital assets. As explained in a preceding paragraph these 
capital assets may represent not only the actual capital, tangible 
and intangible, but also a host of mere bookkeeping entries such 
as bond discount or even vaporous goodwill brought into exist¬ 
ence to counterbalance a fictitious issue of common stock. 
Capitalization, therefore, is given directly from the balance 
sheet as the total capital liabilities, whatever validity or truth or 
substance there may be in the capital assets set off against them. 

Capitalization, in the financial sense, is the sum of the 

permanent securities of the corporation-the sum of its stocks 

and long-term bonds. It represents what the corporation claims 
for its worth in terms of the money equivalent of its capital. In 
our ordinary phraseology it is the capitalization of the business. 

In a concrete sense it is often difficult to determine the 
exact amount of capitalization because much corporate debt 
represents merely temporary borrowings more or less com¬ 
pletely offset by an everchanging volume of current assets. So 
that quite generally the current liabilities to banks and mer¬ 
chandise creditors are omitted in the computations of capitaliza¬ 
tion. The idea of capitalization is that it shall represent the 
permanent proprietor’s capital and the permanent or funded 

debt-the permanent liabilities of the corporation from the 

standpoint of continued existence of the corporation. It is the 
total securities or representative values issued by the corpora¬ 
tion against its actual property. 11 

2 Gross and net capital are terms which have been used by different writers 
in a variety of ways. Ripley uses the term “gross capital” to refer to an 
aggregate of funded liabilities where there has been no effort made to avoid 
duplications, and “net capital” to the sum of such liabilities where all duplica¬ 
tion has been avoided. 22 This distinction is of the utmost importance in rail¬ 
road and public utility finance, but it has very little value in industrial finance. 

11 A great deal has been written from the different points of view of 
economic theory, finance, and accounting in the effort to distinguish between 

Ripley, W. Z., Railroads, Finance and Organization, 61 <1915). 
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Every study of corporation finance seeks to draw at least 
some distinctions among the maze of confusions arising out 
of these various terms. And every writer on economics feels 
compelled to discuss the question, but few shed much illumina¬ 
tion, because they fail to see that the business man, the lawyer, 
and the accountant have adopted the same words but approach 
the underlying concepts from different points of view. 

In actual practice it is often very difficult to apply these 
distinctions strictly. Especially is this true when it comes to 
computing the actual capitalization of a large corporation 
with a complicated structure. It is very difficult, for example, 
to compute exactly in dollars and cents the capitalization of a 
large railway, or of a public utility holding company. While 
in a simple case it may be fixed by adding together the amounts 
of its capital stocks (provided, of course, they have a par value) 
and its bonds, yet one is always perplexed by a variety of other 
liabilities. In some railway systems, like the Lackawanna, the 
rentals must be capitalized. In others, like the New York Cen¬ 
tral, the current debt must be included, as this current debt was 
incurred in order to construct permanent additions to the prop¬ 
erty of the road. On the other hand, there must be various 
adjustments for joint bonds, collateral trust bonds issued on 
proprietary lines, and all contingent liabilities, as in the case of 
guaranteed bonds on other and separate lines. Shall old under¬ 
lying rentals be capitalized, and if so, at what rates of interest? 
For example, Ripley discusses, to the length of an appendix, 
the extreme difficulty of proportioning the capitalization of 
jointly owned terminal roads. 25 In actual practice, great care 
must be exercised in any given case and no general rule can be 
laid down as to what liabilities to include and what not to in¬ 
clude in determining the net capitalization of any railroad. If 

and define the different uses of the concept of corporate capitalization. 83 
Ripley, for example, distinguishes in the following manner between capital 
and capitalization : '‘The property brought into being as capital remains for¬ 
ever entirely distinct from its capitalization, albeit linked in a causal relation 
thereto. Capital is reality. Capitalization is merely a record of past opera¬ 
tion and a bench mark or standard of measure/’ 34 

28 See particularly Lyon, W. H., Capitalization Cipia). 

84 Ripley, W. Z., Railroads, Finance and Organization, 6i (1915). 

28 Jb%d., 609. 
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the problem is difficult in railroad finance, it is even more diffi¬ 
cult in public utility holding company finance. In some in¬ 
stances there are operating companies with securities outstand¬ 
ing, and over these operating companies no less than four hold¬ 
ing companies in succession each with a separate list of out¬ 
standing securities. But the underlying operating companies 
supply all the property there is in the entire outfit, and this 
property is quite fully covered by the operating companies’ own 
securities. Yet each of the succeeding holding companies has 
its own list of securities. They are mere froth. Yet for the 
purposes of discussion one may inquire : What is the capitaliza¬ 
tion of the outfit? 20 

The concept of capital stock is discussed in the following 
chapters. 

For extended discussion of holding: company finance and further references see 
Bonbright, J. C., and Means, G. C., The Holding Company (193a). 



CHAPTER 3 


THE CAPITAL STOCK OF THE CORPORATION 

Confusion of Definition. -Capital stock, common stock, or 

merely stock represents invariably the interest of the proprietors 
in the corporate enterprise. Beyond this simple statement, there 
is continual controversy. And this continual controversy arises 
from the fact that the very conception of capital stock involves 
three separate ideas, not necessarily consistent with one another. 
One idea has to do with the origin of capital stock as a contribu¬ 
tion of the proprietors, and another with the purpose of the 
owners who acquire and hold it, and a third with the legal impli¬ 
cations of capital stock as a protection to the creditors of the 
corporation. 

Historical Conception -As the corporation must, presum¬ 

ably, start in business with a fund of capital, the original pro¬ 
prietors as the contributors to this fund would naturally partake 
of their rights in the business in proportion to their contribution. 
Thus, if a sum of money is subscribed by the proprietors, it is 
natural that each subscriber be given a certificate indicating the 
proportion of the total amount that he has contributed. It might 
be that such a certificate would state that the proprietor had sub¬ 
scribed to one-fourth, one-tenth, one-hundredth, one-thousandth 
or one-millionth of the total capital fund. Or, the capital fund 
might be conceived as divided into units, each unit being 
one-fourth, one-tenth, one-hundredth, one-thousandth, or one- 

millionth of the total subscription-and the certificate given each 

subscribing proprietor might attest to the fact that he had sub¬ 
scribed to a certain number of these units. 

The first method was pursued in the early English joint stock 
companies. All the important joint stock companies organized 
in England between 1550 and 1600 had capital stock of this 

60 
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form. However, the problems of subdivision early caused con¬ 
siderable difficulty 1 so that after 1600 the unit method was quite 
generally used. The units were given different names. The 
capital of the Irish Society (a small company) was divided into 
twelve “portions” each representing an original subscription of 
£3,333 6s 8d each. “The Governor and Company of the New 
River brought from Chadwell and Amwell to London,” a com¬ 
pany organized in 1609, had 36 shares, and each share repre¬ 
sented £257 5s iod, paid in. 

Long ago custom established the habit of using the second 
method of designating the proprietary interests in the corpora¬ 
tion. And the units came to be known as shares of stock, the 
unit value as the par value of the stock, and the total capital fund 
as the capital stock. The important point to be observed in this 
description of capital stock is that the par value of each share 
represents, in theory at least, an actual sum of money or money 
equivalent of property actually paid into the treasury of corpora¬ 
tion ; and the capital stock is the money cost of the actual prop¬ 
erty, on the basis of which the corporation starts to do busi¬ 
ness and continues to do business. In no sense is the capital 
stock, or the figures representing it, a fiction. It is an actual 

reality it is economic capital in the true and most vigorous 

sense. It is the basis of the ownership on which the corporation 
may ask for and receive credit. 

This capital fund is constant in amount, because the fund 
originally subscribed by the original proprietors remains a con¬ 
stant notwithstanding the fortunes or vicissitudes of the busi¬ 
ness. It is constant because the original act of subscription 

represented a completed act-a legal contract entered into and 

fulfilled.® Barring a possible increase or decrease of the capital 

* In all this discussion, the stock subscribed for but unpaid is regarded 
merely as the result of a subordinate contract postponing the payment of the 
unpaid subscription. The original and primary contract of subscription was 
for a definite and finite sum, payable at a definite and finite time. That contract 
is completed when either the sum is paid or the time of payment postponed by 
a separate but auxiliary contract ; and the fact that this original contract may 
be modified by an auxiliary contract, postponing the time of payment, does not 
affect in the least the finality of the original contract. 

1 Scott, W. R., Joint Stock Companies to 1730, I, Chapters II to V. 
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fund by a subsequent and distinct act of the proprietors, this 
original fund remains permanently the same throughout the 
years of corporate activity, as the profits of the enterprise rise 
or fall, as the money value of the property behind it increases 
through business successes or declines through business losses. 
This may be called the historical interpretation of capital stock 
because its very finality rests upon the historical fact of the 
original subscription.* 5 Barring a specific and conscious act on 
the part of the proprietors in increasing or decreasing the capital 
stock, this capital stock remains constant; it is the same through- 
out the life of the corporation. 

Teleological Conception. -A definitive record of the pro¬ 

prietors’ original account is not, however, the only implication 
of ownership of capital stock. Each subscribing proprietor and 
each subsequent owner of capital stock is much concerned with 
the benefits accruing from ownership. To get these benefits 
was the purpose of original subscription, or the purpose of a 
subsequent purchase. These benefits are primarily to have a 
proportion of the profits of the corporate enterprise paid over to 
the stockholder-or, in brief, to get an income from the owner¬ 
ship of the shares in the corporation’s capital stock. c That he- 

b Even writers who see serious objections to no-par value stock: admit that 
the par value is primarily historical, witness : “Its purpose is not to reflect the 
market value of the enterprise, which is constantly shifting and which there¬ 
fore cannot be set by the face value of the stock certificates ; instead its pur¬ 
pose is to indicate the capital that shareholders have agreed to contribute, 
which is a matter of history and which is therefore fixed.” 2 

c In the able and exhaustive treatment of no-par value stock by Wildman 
and Powell, the authors regard the no-par value share as a “pro rata interest 
in the net assets of a corporate enterprise.” * That is, they consider the right 
of participation in assets as more fundamental than the right of participation 
in profits. The text above regards the right of participation in profits as 
fundamental. If the point of approach to the problem is primarily from the 
accounting or legal side, the predominant importance of assets is obvious. On 
the other hand, from the point of view of the purpose for which the corpora¬ 
tion exists and for which the property was originally subscribed, the purpose, 
in short, of the owners and creators of the corporation, participation in earn¬ 
ings is the more fundamental. 

One might add that the theory that right to participate in profits constitutes 
the fundamental characteristic of capital stock has been recognized even in 

a Bonbright, J. C., The Dangers of Shares Without Par Value, 24 Col. Law Rev. 
450 (May, 1924)- 

•Wildman, J. R., and Powell, W., Capital Stock Without Par Value, page 3 (1938). 
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or some predecessor subscriber-owner-paid a certain sum of 

money for the shares is a matter of immaterial importance com¬ 
pared with the continuing and permanent importance of the in¬ 
come he is receiving or entitled to receive from the corporation’s 
business. To him shares of capital stock are rights to receive 
income, and his attention is directed solely to the ratio of his 

individual rights to the total-to a comparison between the 

number of his shares and the total shares outstanding. This 
comparison is the key to his individual right in the total corpo¬ 
rate income. In brief, the stockholder cares little about the orig¬ 
inal sum paid to the corporation for the ownership of its capital 
stock, an original sum evidenced by the par value of his shares. 
He does care, however, about the number of his shares com¬ 
pared with the whole number. This has nothing to do with par 
value or original subscription, and continued use of such a par 
value becomes merely a historical fiction, easily dispensed with. 
This is the teleological interpretation of capital stock, because it 
is concerned with its purpose, not its origin. 

Creditors Protection Conception.-There is a third point 

of view towardfccapital stock which is concerned neither with the 
impress of thef proprietor’s original contribution to the corpo¬ 
rate enterprise, nor with his rights to participate in its profits. 
It is the point of view of the creditors of the corporation. And 
because, from time immemorial, the law has sought to protect 
creditors in the carrying out of the substance as well as the letter 
of the contract upon which the creditor-debtor relation exists, 
statutory law and court decisions have frequently looked at the 
capital stock as primarily the appropriated and confessed fund 
of property upon which the corporation may solicit credit from 
outsiders. Credit is based on property. To pretend that there 
is property in soliciting credit, when in reality there is none, is 

some judicial decisions. Witness the following : “What is the right acquired 
by a stockholder through the ownership of shares of stock? . . . He has an 
inherent right to his proportionate share to any dividend declared. . . * Or 

again, ‘^Shares of stock are in the nature of choses in action, and give to the 
holder a fixed right in the division of the profits or earnings of a company so 
long as it exists and of its effects when it is dissolved.'** 


* New York Court of Appeals, Stokes v. Continental Trust Company, x86 N. Y. 285. 
8 Kent v. Quicksilver Mining Company, 78 N. Y. 159. 
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fraud. Consequently, since the stockholders have no personal 
liability, the capital stock should represent an inviolable fund set 
aside for their benefit. “It is a substitute for the personal lia¬ 
bility” of stockholders, as the Supreme Court expressed it . 6 It 
is a fund which the owners and managers of the business have 
pledged themselves to hold intact so that the creditors shall have 
some tangible substance to rely upon for the ultimate payment 
of their claims. It is a fund from which no dividends may be 
declared to stockholders and upon which no encroachments may 
be tolerated unless they are clearly marked on the financial re¬ 
ports as deficits or deficiencies of capital. In its more vigorous 
interpretation this has been called the trust fund theory of cap¬ 
ital stock, and much will be said, presently, regarding the trust 
fund theory in our discussion of no-par stock. In its less vigor¬ 
ous interpretation this conception of capital stock has been the 
underlying motive for all those statutes which require that a 
corporation shall have a “stated” or declared capital fund before 
commencing business. However interpreted, it is continuously 
manifest, explicitly or implicitly, in most legal and many ac¬ 
counting discussions of capital stock, and it has played an impor¬ 
tant role in the numerous recent discussions of par value and 
no-par value stock. 

Historical and Teleological Conception Contrasted.-Set¬ 

ting aside for the moment this legal interpretation of capital 
stock as a fund to be held intact for satisfying the legal demands 
of creditors, there stand clearly before us in sharp contrast two 
points of view or conceptions of capital stock. These have been 
called the historical and the teleological- They cannot be recon¬ 
ciled. Shares of capital stock either do or do not carry with 
them the mark of their birth ; they are either evidence of the 
continuing truth of a past historical act or the evidence of 
present-day rights. They are not and cannot be both. They 
cannot perpetuate as a present-day reality what was once a 
reality but has subsequently become a fiction, and give to this 

fiction a new and different meaning-not unless we can solve 

the antinomies of Heraclitus. 


Sawyer v. Upton, 91 U. S. 60 (1875). 
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The insistence on a par value is not as ancient or universal as 
its advocates would have us believe- Early joint stock com¬ 
panies in England were incorporated without par value to their 
shares,** and in the opening years of the nineteenth century turn¬ 
pike companies had no-par value shares.® But so vast a majority 
of corporations coming into existence after 1830 had a definite 
par value to their shares that par value stock became the accepted 
rule. This well-nigh universal custom was hardly questioned 
until the late i88o’s when great issues of fictitious “bonus’' 
stock made certain lawyers question the social value of placing 
legalized public approval on what was obviously becoming, in 
many cases, a misrepresentation. After 1890 the interest in 
stock without par value centered on the activities of certain 
members of the New York Bar Association who advocated the 
passage of a statute permitting the issuing of stock with no par 
value, and in 1899 the policy was advocated in testimony before 
the Industrial Commission of Congress. In 1909 a Committee 
of the New York Bar Association drafted a no-par value stock 
bill and presented it to the New York Legislature. This was 
ultimately defeated owing to faulty tax provisions, but in 1912 
an amended act was finally passed and became the first general 
state corporation act permitting the issue of corporate shares 

d Referring to corporations in this country and in Great Britain before our 
independence : “We know from economic history that sometimes the shares of 
stock had the pound sign upon them and that sometimes they did not ; that the 
corporations were accustomed to issue shares for any kind of consideration 
which they pleased ; that, even if the pound sign was upon them, the corpora¬ 
tions were accustomed to issue shares for any amount of consideration that 
they pleased ; and that dividends were repeatedly paid out of capital/’ 7 

* In connection with the incorporation of the old turnpike companies at the 
beginning of the nineteenth century, shares of stock were issued to those who 
subscribed to the turnpike building funds sufficient to start the work of con¬ 
struction. These shares had no par value and were usually without limited 
liability so far as the debts of the corporation were concerned. In some cases 
there was also an unpaid liability to be assessed against the shareholders in 
case the cost of the turnpike construction exceeded the original subscription. 
In several instances, however, a stockholder could refuse to pay the assess¬ 
ments levied on his shares and thereby forfeit the shares without involving his 
estate in further liability.® 

t Warren, E. H., 34 Harv. Law Rev. 532. See also Scott, Joint Stock Companies to 
1720, Book I, Chapter VIII, and other places, and Davis, J. P., Corporations, Book II, 
Chapters 3, 4, 5, 6 (1905). 

• Middlesex Turnpike Co. v. Swan, 10 Mass. 384 (1813); Charter Worcester Turnpike 
Corporation, Statutes of Massachusetts (1806). 
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without par value . 9 The state of Maryland passed a similar 
statute four years later and other states followed in quick suc¬ 
cession, so that by 1933 practically all of the states of the Union 
had enacted legislation which permitted the issue by corporations 
of stocks without par value. 

From 1935 to 1930 the vast majority of new corporations/ 
except banks, insurance companies, and local operating utilities 
in certain states e have been incorporated with one or more 
classes of no-par value stock. And old established corporations 
in large numbers have amended their articles of incorporation 
and substituted no-par value shares for the shares with money 
par value required by their original charter. Since 1930 there 
is a very marked tendency for corporations to adopt a purely 
nominal par value-$1 or $5-in order to save both incorpora- 

* Such generalizations as these are difficult to prove empirically because any 
study of the number of corporations would necessarily be restricted to definite 
classes delimited by size. One study examined the trend from par to no-par 

stocks from 1915 to 1931 for all large corporations,-with assets of $10,000,000 

or more. 10 The following tables show these trends. 

Trends of Par and No-par Common Stock 
Public Utility Corporations 


Period Number Per Cent 

Par No-Par No-Par 

1915-17 *7 2 6.9 

1918— 20 . . . -. 13 3 18.8 

1921-^3 13 24 64.9 

1924—26 21 82 79-6 

1927—29 5 87 94-7 

19 30—32 . none 17 xoo.o 

Industrial Corporations 

1915—17 61 19 23.7 

1918—20 36 36 50.0 

1921-23 36 44 55 o 

1934—26 26 82 75-9 

1927-29 16 134 89-3 

1930-32 6 18 75-0 

Industrial and Public Utility Companies Together 

1915—17 88 21 19.2 

1918—20 49 39 44-3 

1921-23 49 68 58. 1 

1924-26 47 *64 77-7 

I927—29 21 221 91-3 

1930—32 6 35 85.4 


* Massachusetts and California, for example. 


• See Report New York Bar Association, Vol. 35, page 132! (1912). 

10 Woodruff, O. C., New Incorporations, Harvard Graduate School of Business Admin¬ 
istration <1933). 
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tion and transfer taxes, and to adjust their admitted capital to 
the losses incurred during the depression. So far as the theory 
of capital stock, or the pricing for selling purposes, is concerned, 
this nominal par value stock is, to all intents and purposes, no- 
par value stock. The widespread adoption, therefore, of the 
no-par value stock in this country makes us bound to consider 
well its advantages over the retention of the par, or nominal 
money, value. 11 With the exception of monied corporations, 
Massachusetts utilities, and the railroads, the use of no-par stock 
or its derivative the low nominal par value, has become well-nigh 
universal. 11 


Advantages of Par Value Stock.-Let us first examine the 

advantages of considering capital stock as a permanent fund, 
handed down from the original subscription, and the par value 
as the money value of its individual parts. 

The first and by far the most important advantage of con¬ 
sidering capital stock as a permanent fund and par value as a 


b The excellent reasons which have deterred monied corporations from 
adopting the no-par value stock will be discussed later. 1 ^ The reason in the 
case of Massachusetts utilities is a special one. The general corporation laws 
of the commonwealth permit no-par value stock, but make an exception to this 
rule in the case of public utilities which are not allowed to issue no-par stock. 
This special exclusion rested on the presumption that commission regulation 
of utility rates required that the utility should be allowed to earn a fair return 
on its “historical cost.” Historical cost would be evidenced by the original 
investment, together with the cost of all subsequent improvements. As the 
par value of the stock corresponded to the original investment and subsequent 
investments as evidenced by subsequent issues of stock, approved by public 
utilities commissions, the total par value corresponded to the “fair value” of 
the property upon which the stockholders were entitled to a fair return. The 
issue of no-par stock would destroy this correspondence. As specifically stated 
by the Commission, “We do not approve 13 of the passage of an act authorizing 
the issue of stock by public utility companies without par value. We see no 
value in the suggestion, except it be conceded that the regulation of the rates 
of public utilities is to be based hereafter solely on the cost of reproduction of 
the property less actual depreciation. Until such time as this becomes the 
accepted rule in this commonwealth, we think the suggestion of no-par stock 
unwise.” There have been organized so few railroads in the country since 
the rise of no-par stock became general that this exception has little sig¬ 
nificance. Many of the great railway holding companies have, however, been 
organized with no-par stock. 


For a more extended history of the changes, see Wild man. 
Capital Stock \Vithout Par Value, Chapter II (1938). 

“ See pages 91—92. 

14 Commonwealth of Massachusetts, House Document 1150 CD. 
1927) page 10. 


J. R., 
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and Powell, W., 
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money value is the protection such an assumption is alleged to 
afford to the creditors of a corporation against a fraud perpe¬ 
trated against them by a stockholder management. 1 This alleged 
advantage is of great importance ; in fact, it is so important in 
the minds of some eminent writers as to outweigh any number 
of advantages of no-par stock. 15 

Protection to Creditors.-The retention of par value stock 

as a protection to creditors is based on two closely related pre¬ 
sumptions, long recognized in corporation law, which seem diffi¬ 
cult to reconcile with stock of no-par value. The first is the 
obligation of the stockholders to subscribe the full amount of 
their stock subscriptions ; and the second is the conception of 
capital stock as a trust fund for the benefit and protection of a 
corporation’s creditors. Both require that the shares of stock 
shall have a definite and precise money equivalent so that the 
stockholder’s liability for his original subscription shall be 
clearly defined and no intricacies of accounting or legal subtlety 
shall jeopardize the security of the capital fund.. If stockholders 
have failed to meet the full par value of their stock subscriptions, 
or if, through fraud, they or their directors have misused the 
capital fund, as a result of which the corporation becomes in¬ 
solvent, its creditors can hold the stockholders liable to the full 
par value of their stock subscriptions. If these protective fea¬ 
tures are real and can be enforced at law, then they afford 
substantial safeguard to creditors; and if these protections dis¬ 
appear with the money par value of the stock, then the legislative 

1 “Stock without par value renders easy the issue of stock representing no 
real value. The dangers of the old method are removed. Such stock appar¬ 
ently involves little or no liability. There being no statutory requirement that 
the par value of the stock shall be paid in, the purchasers and corporate 
creditors must take their losses without remedy against those who originally 
issued the stock.'* 14 

14 Cook, W. W., Stocks Without Par Value, 7 Am. Bar Assn. Jour. 534. 

18 Among the writers to whom this seems serious are: Ripley, W. Z., Railroads, 
Finance and Organization, 91 (1915); Cook, W. W., 7 Am. Bar Assn. Jour. 534 (1921) ; 

ibid., 19 Mich. Law Rev. 583 (1921); Cook, W. W., x Corporations (8th ed. > 291 ; lion- 

bright, J. C., No Par Stock, Its Economic and Legal Aspects, 38 Quart. Jour. Econ. 
440 n. (1924). With the exception of the late W. W. Cook, Esq., no prominent writer on 
law or finance, since 1937, has seen the objections to the issue of no-par stocks so con¬ 
vincingly as to lead to the condemnation of the whole policy of issuing them. Many have 
seen, as all of us can see, objections and abuses, but admit that they can and should be 
dealt with by appropriate statutes, or revisions of statutes. 
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sanction of stock of no-par value is to be seriously regretted 
from the standpoint of social welfare. 

Unfortunately, however, these means of protection to cred¬ 
itors against unscrupulous promoters and stockholders are 
theoretical only and unsubstantial in actual practice. True, if 
it can be proved that incorporators, directors, or conspiring 
stockholders fraudulently overvalue the property and services 
for which stock is issued, creditors are in a position to collect 
from responsible stockholders their unpaid subscription balances. 
The laws of all the states, however, in which fraudulently in¬ 
clined stockholders would be likely to incorporate their enter¬ 
prises permit directors, usually irresponsible lawyers’ clerks, to 
place any value they see fit on the property and services for which 
the stock is issued. Unless fraud can be proved-a very diffi¬ 
cult task indeed-the stock thereafter becomes full paid and not 

subject to assessment, no matter how outrageously overvalued 
the corporate assets might have been. Unless the promoters, 
even though they have no fraudulent interest, are very careful 
to observe every technicality of the law so as to relieve their 
future stockholders of possible assessment, the stock cannot be 
sold. No one, properly advised, would assume title to shares of 
stock which might carry with them the liability for future assess¬ 
ment. While there have been a few sporadic instances in which 
creditors have successfully maintained actions against fraudu¬ 
lent promoters and stockholders for unpaid stock subscriptions, 
the number is so few as to afford no assured protection to cred¬ 
itors worth considering. Indeed, so many are the technical 
loop-holes and so difficult is it to prove fraud against a culprit 
who may be financially responsible that creditors would be ad¬ 
vised not to assume the costs of litigation even although fraud 
was glaringly apparent to the uninitiated. j 

* The classic case is the so-called Harper case, 1 * in which creditors were 
able to collect from stockholders. But the circumstances and conditions sur¬ 
rounding this instance were so unusual that the case affords a weak reed indeed 
for misguided creditors to rest their confidence upon. The simple fact that the 
case is made so much of is an indication that it stands quite alone. 

M Lloyd v. Preston, 146 TJ. S. 630. For description see also Ripley, W. Z., Railroads, 
Finance and Organization, 90 (191$)* 
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The Trust Fund Theory -The conception of the capital 

stock as a trust fund for protecting the creditors of a corporation 
deserves careful consideration both from its importance in cor¬ 
poration law and the justification it gives to the continued use 
of stock with par value. If true, it is the most substantial prop 

that supports the historical interpretation of capital stock-that 

capital stock is a permanent fund handed down from the orig¬ 
inal subscription and the par or money value should, for that 
reason, be continued. 

In 1835, Justice Story of the United States Supreme Court 
delivered an opinion which became the basis for the famous 
trust fund theory. 17 The historical background, however, of 
this famous case is important. By the Corporation Act in 1809 
the statutes of Massachusetts made stockholders liable to cred¬ 
itors for the liabilities of a corporation. This was changed in 
1830 and the personal liability was removed except for unpaid 
subscriptions. There was, at the time of the “trust fund de¬ 
cision” in 1835 considerable feeling that the Act of 1830 had 
opened the way for defrauding the creditors of a corporation 
by removing the direct liability of the stockholders. With this 
background in view, it is clear that Judge Story merely asserted 
that creditors, at all events, had a claim to corporate assets be¬ 
fore stockholders^ A bank chartered by Massachusetts-which 

was the subject of litigation in the famous case-could not di¬ 

vide its assets among the stockholders until the holders of the 
bank notes could be paid—^‘the bill-holders and the stockholders 
each have equitable claims, but those of the bill-holders possess, 
as I conceive, a prior exclusive equity SJ 18 There is nothing 
new or esoteric about such an idea. It followed directly from 
the nature of the relation existing between corporate creditors 
and corporate stockholders. Nevertheless, out of Judge Story’s 
simple statement has grown the legal theory that the capital 
stock should be regarded as a “trust fund,” to be held intact 
“for the benefit of the general creditors of the corporation.” k 

* The whole paragraph of the case from which this quotation is taken is the 
basic creed of the trust fund disciples. “Though it be a doctrine of modern 

17 Wood v. Dummer, 3 Mason (XJ. S.) 308 (1835). 

Ibid.. 312. 
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On analyzing the legal cases supporting this trust fund 
theory, especially the decisions of the United States Supreme 
Court, it would appear that in every case the stockholders had 
sought to get themselves paid before the creditors. That this is 
contrary to the very conception of creditors* rights is perfectly 
obvious without bringing in the idea of a trust fund. It might 
be considered a kind of fraud on the creditors, 24 and exactly the 
same decisions might have been reached without invoking the 
idea of a trust or a trust fund. For a trust fund involves the 
idea of a trustee; when followed to its strict and logical conclu¬ 
sion it makes the property of the corporation corresponding to 
its capital stock, a trust estate in which the creditors have rights 
in equity, never for the moment contemplated by jurists or legal 

date, we think it now well established that the capital stock of a corporation, 
especially its unpaid subscriptions, is a trust fund for the benefit of the general 
creditors of the corporation. And when we consider the rapid development of 
corporations as instrumentalities of the commercial and business world in the 
last few years, with the corresponding necessity of adapting legal principles to 
the new and varying exigencies of this business, it is no solid objection to such 
a principle that it is modern, for the occasion for it could not sooner have 
arisen/' 

Or again, “The capital stock of an incorporated company is a fund set 
apart for the payment of its debts. It is a substitute for the personal liability 
which subsists in private copartnerships.” 20 And this doctrine has been exten¬ 
sively quoted by the state courts. “The assets of a corporation are a trust 
fund for the payment of its debts upon which the creditors have an equitable 
lien, both against the stockholders and all transferees, except those purchasing 
in good faith and for value (Barlett v. Drew, 57 N. Y. 587; Brum. v. Insur¬ 
ance Co., 16 Fed. Rep 140; Morawetz on Corporations 791 ) /’ Or again 
capital stock “constitutes a fund set apart and devoted to the corporate uses 
and the security of the creditors that the law jealously guards from the en¬ 
croachment of the directors in the declaration of dividends. . . . .Its dedication 
is irrevocable, and it must ever remain a sum held in trust for creditors, unless 
some judicial or other process authorized by legislation intervenes.” 22 

And more recently, even in Delaware, “The fundamental principle is that 
shares of stock in a corporation are a substitution for the personal liability of 
partners, and the liability to pay for stock taken up to the par value thereof is 
a fund for the benefit of creditors of the company/' 23 

w Sawyer v. Hoag-, 17 Wall. (U. S.) 610 (1873). Other important “trust fund” cases, 
see Mumma v. Potomac, 8 Pet. 286; Ogilvie v. Insurance Co., 22 How. 387; see also New 
Albany v. Burke, 11 Wall. 96; Burke v. Smith, 16 Wall. 390; Handley v. Stutz, 139 U. S. 
4-^7; Camden v. Stuart, 144 U. S. 104. 

®° Sawyer v. Upton, 91 U. S. 60 <1875). 

a Cole v. The Millerton Iron Co., 133 N. Y. 164 (189a). 

•* Smith v. Dana, 77 Conn. 543. 

a Cooney v. Arlington Company, 11 Del. Ch. 305 (1917). 

14 As clearly stated in Hosfes v. North Western Mfg. & Car Co., 48 Minn. 174 (1892). 
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students. 1 If the capital stock is a trust, then any creditor could, 
at any time, file a bill in equity against the corporation praying 
for an accounting. That no such interpretation is to be placed 
on the implications of the trust fund theory has become obvious 
in later decisions. The Supreme Court has restricted 20 its trust 
fund theory to insolvent corporations, m and to insolvent corpo¬ 
rations the question whether shares of capital are part of an 
original fund or a right to share in profits has ceased to have 
even a theoretical interest. 

Actual corporation practice and experience give the creditors 
no greater confidence in the capital stock as a protective fund 
than the judicial decisions. Directors and stockholders may 
burden the actual property represented by the capital stock fund 
with encumbrances, debts, and indirect obligations, and yet go 
unpunished. So long as their acts do not perpetrate a fraud 
upon the creditors, the trust fund may vanish before their eyes, 
like snow on a spring morning, while the creditors look on help- 

1 “The trouble with the trust fund doctrine is that the situation for which it 
was invented does not present the technical ingredients of the strict trust rela¬ 
tionship/’ 20 

m This is to be expected. Obviously, when a corporation becomes insolvent, 
its entire property, and the right, if any exists, to call on its stockholders for 

unpaid subscriptions 27 becomes impounded for the benefit of all-creditors 

first, then (if anything is left) the stockholders. If this is all the trust fund 
idea means it can hardly support the historical theory of capital stock, nor 
make par or money value of capital stock any more significant than no-par 
value stock, nor give creditors a bit more protection than they could get had 
the trust fund theory never once arisen in the history of corporate law. More¬ 
over, eminent students of the law have discarded the theory. “ ‘The capital 
stock of a corporation is a trust fund for creditors.’ This is a venerable utter¬ 
ance, sonorous, and of benevolent connotation. But it is not true.” 20 “Per¬ 
haps no judicial invention has given rise to as much discussion, or has more 
unsettled the law than the so-called ‘Trust Fund’ doctrine concerning capital 
stock.” 20 Even Cook, stalwart defender of stock with par value 80 finally dis¬ 
carded the trust fund theory. 81 

* Reiter, P., Jr., Profits, Dividends and the Law, 88 (1926). 

28 Hollins v. Brierfield Co., 150 U. S. 371. 

87 Ward v. Criswoldville Mfg. Co., 16 Conn. 593 (1844) ; Scovill v. Thayer, 105 U. S. 
143 (1882) and the Hollins case in the United States Supreme Court cited above. See 
also with reference to early history Warren, E. H., Safeguarding the Creditors of Cor¬ 
porations, 3b Harv. Law. Rev. 5a 1. 

28 'Warren, E. H., ibid., 36 Harv. Law Rev. 546. 

® Wickersham, G. W., The Capital of a Corporation, 22 Harv. Law Rev. 319 (1906). 

30 Cook, W. W., Stock without Par Value, 7 Am. Bar Assn. Journ. 534 (1921). 

31 Cook, W. W., 1 The Law of Corporations Having- Capital Stock ( 8 th ed.), 291. 

(1933). See also: Pepper, G. W., The Trust Pund Theory of the Capital Stock of a 
Corporation, 32 Am. L. Reg. N. S. 175; McMurtrie, R. C., Is Unpaid Capital a Trust 
Pund in Any Proper Sense? 25 Am. L. Rev. 740; Thacher, Thos., The Law of the U. S. 
Supreme Court as to Capital Stock Not Fully Paid, as Am. L. Rev. 946. 
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lessly. The only way in which the conception of stockholders’ 
capital as a trust fund may help the creditors is when the direc¬ 
tors declare dividends out of it rather than out of surplus. In a 
few cases outraged creditors have been able to force directors 
and stockholders to return dividends paid out of capital. 32 Such 
cases are, however, rare. The whole question of what consti¬ 
tutes net earnings and surplus involves disputed matters in the 
theory of accountancy, upon which experts differ, and Tinless the 
payment of the unearned dividends is glaringly fraudulent cred¬ 
itors have great difficulty in translating questionable theories of 
accounting and acts of doubtful expediency into grounds for 
successful legal actions. 

Undervaluation of No-Par Stock.-The only other serious 

objection to considering capital stock as participation in earn¬ 
ings rather than as a constant fund, and shares of stock as 
having no-par value rather than a money par value is that such 
stock is undervalued in the market. All other things being 
equal it is alleged that removing the par or nominal value tends 
to reduce the price which the identical shares will command on 
the open market. From another angle the alleged discrepancy 
is based on the assumption that the stated par value tends to pull 
up shares that are quoted below, and tends to depress those 
that are quoted above the par value. It is argued that as the 
vast majority of shares of stock have a quoted value below 
their par or nominal value, the effect of removing this par value 
is to cause a decline in market price. In brief, it is said, shares 
without par value do not have the advantage of a nominal or 
money, albeit artificial, standard the mere statement of which 
may tend to enhance their money value on the market. n 

This objection, obviously, is based on the assumption that 

* This advantage, from the corporation’s standpoint, of a nominal par value 

-and consequent disadvantage of no-par value stock-has been thus tersely 

put. “Psychology is an important factor in all trading, and is especially so in 
stock trading. Can it be doubted that a share of stock with $100 par value, 
selling at $i, is more appealing to those of speculative tendencies than the same 
stock selling at the same price but which had no nominal or par value to sug¬ 
gest a numerical difference.'* 88 

** Discussed at another place. 

** Par Value and No Par Value Stocks, aa Col. Law Rev. 656 (Nov. xpaa). 
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investors are deluded into thinking that the nominal par value 
of the shares of a corporation expressed in money helps to deter¬ 
mine their value, 3 * Since 1929, it is hardly possible that any 
investor is so simple. Students of investment have been inclined 
to deny that, with the possible exception of very low or fraud¬ 
ulent shares of stock, the par value has any influence upon the 
price an intelligent investor in a free or competitive market is 
willing to pay for stock. But there had been no empirical evi¬ 
dence to prove or disprove this general proposition which has 
assumed such direct and implied consequence in all discussions 
of no-par value stock. Accordingly such a study 34 * 1 was under¬ 
taken. 

A group of 50 no-par value stocks, quoted on the New York 
Stock Exchange for varying periods of time, was compared in 
various combinations with a well-known average of par-value 
stocks. As, obviously, the same stocks are not both par and 
no-par, the only real basis of comparison will be the relative dif¬ 
ferences in the two averages. Eor if the absence of par value 
has a depressing influence on the market value, as alleged, then 
this depressing influence will show itself in two ways. The 
curve representing the average of no-par value stocks will rise 
more slowly during the up-swings of the market and decline 
more rapidly during the down-swings than the curve of par 
value stocks. Secondly, the correlation or correspondence be¬ 
tween the two curves will be imperfect, that is, the fluctuations 
will not occur at the same time nor be of the same relative mag¬ 
nitude. In the statistical study just alluded to no conclusion 
could be reached regarding the first point, as the average of 
no-par value stocks both rose and fell more rapidly than the par 

value stocks. But in regard to the second point-the correlation 

between the two curves-the results were remarkable. For if 

the presence of no-par value were to have any effect whatever, 
it would introduce a price determining factor not operating 
upon the par value stocks, and in such a case the ups and downs 
of the two curves would not exactly correspond. Yet they did 

M Mead, E. S-, Corporation Finance, 45 (1915). 

840 Tisdel, N. C., No-Par Value Stocks, Harvard Craduate School of Business Admin¬ 
istration (1922). 
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almost exactly correspond, the variation from perfect correla¬ 
tion being very slight. 0 Consequently it cannot be contended 
that the absence of par value has any influence in depressing the 
market value of a stock in a free and competitive market. 

Other objections to no-par value have, from time to time, 
been alleged but they are now of little importance. p Many of 


0 The standard par value curve chosen was that of Dow-Jones for 20 in¬ 
dustrial stocks, all with par value. 

A series of five sets of indices was prepared and monthly price relations 
were computed, using 50 no-par industrial stocks. Curves (arithmetic 
logarithms) were constructed. One curve represented 10 no-par industrials 
from July, 1917, to January, 1923, the longest period over which at least 10 no- 
par industrial stocks were quoted on the New York Stock Exchange. The 
other curves, representing respectively 15, 20, and 40 no-par stocks, covered 
shorter periods. Finally a curve was constructed based on 20 industrial no-par 
value stocks, each corresponding, so far as type and industry was concerned, 
with the 20 industrials included in the Dow-Jones list. 


Relative Fluctuations 

Dow-J ones 
Par Value 


Dec., 1917 to Oct., 1919. -f- 6 2.2 5 % 

Oct., 1919 to Aug., 1921. —41.26% 

Aug., 19^1 to Apr., 1922. -{-36.47% 


% of Change of 
Ten No- No-Par Value 
Par Value over Par-Value 


-4-77.7 1% 
— 5 1.11% 
- 4 - 44 - 91 % 


124.8 
1 23.9 
123.2 


The correlation between the fluctuations in the Dow-Jones curve and the 

curve of 20 no-par industrial stocks-corresponding to type and industry with 

the stocks embraced in the Dow-Jones curve-was no less remarkable. 

p The two most significant, from the point of view of the public, are the 
difficulty of assessing taxes on no-par stock and the alleged injustice of no-par 
value stock to investors. These deserve comment. Both at the organization 
of a corporation and subsequently during its existence a definite specific capital 
stock expressed in money obviously constitutes an indisputable basis for cor¬ 
porate taxes, and with the removal of the par value this definite basis of taxa¬ 
tion disappears. But this objection is of no significance when it is remembered 
that the corporate franchise tax can be levied at the inception of a corporation, 
as it is in many states, at so many dollars or cents per share, and when it is 
recognized that the basis for assessing an existent corporation, carrying on its 
business in a lawful manner, is the number of shares or its actual property or 
its actual earning power. Never does the state assess taxes merely on the 
nominal par value of the capital stock, merely as such. Irrespective of the 
particular theory of taxation acknowledged by any legislative body, there is 
invariably the effort to go behind nominal figures and assess taxes on actual 
figures as evidenced by property or earnings. 

It should be remembered that the uncertainties of the state's taxing power, 
in case of legalized no-par value stock, were the basis of Governor Hughes' 
veto of the first no-par value bill passed by the New York legislature. Great 
care and precision have been exercised since, in all the no-par stock legislation, 
to preserve and protect the state's rights and powers of taxation. By reason 
of a literal and purely technicaf construction of certain tax statutes no-par 
stock escaped New York and federal transfer taxes for a time.*® Such uncer¬ 
tainties have long since been cleared up by appropriate statutes. The objection. 


•* See Moody, W. F., Jr., The Value of Par Value, 19 Moody’s Magazine 129 (1916). 
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the periodical articles, particularly those appearing- prior to 1924, 
written in opposition to no-par stock, contain lists of reasons 
against such issues. Some of the reasons are forcible, others 
are now obsolete, owing to changed statutes.* 1 

■therefore, that the assessment of just taxes against a corporation is made more 
difficult by the elimination of the nominal or par value of its shares is without 
substantial foundation. 8 * In fact, the whole movement back: to low par value 
shares, presently to be described, arose from the heavy taxes successively levied 
on no-par shares. 

Something should be added, however, from the corporations’ point of view. 
In many states the original franchise tax and the annual corporate tax are 
made a small percentage of the par value, but no-par value stock is assumed 
for taxation purposes to have a par value of $100. The tax would in either or 
both cases be only one-tenth as great if the shares were deemed to have a par 
value of $10 rather than no par value. This tax question will be discussed in 
another connection presently. 

Justice to all shareholders in the price at which stock, par value or no-par 
value, shall be sold is a matter for the stockholders, through their directors, to 
decide ; it is, moreover, a matter of corporation policy based on expediency. 
True, by the statutes in most of the states the shareholders must pay into the 
corporate treasury the full par value for every share of stock issued , 37 and if 
no-par value is allowed, this statutory limitation disappears and a corporation 
may sell its no-par value stock at varying prices, to the possible injustice of 
those who pay higher prices than others.*** ‘‘There is the possibility of unfairly 
diluting the stock already issued by subsequent issues at lower prices.” 99 But 
this alleged injustice is theoretical. The stockholders of record have the pre¬ 
sumptive right to subscribe to all subsequent issues of stock, and if the new 
stock is offered at unjustifiably low prices they, the old stockholders, and they 
alone will benefit. Surely there can be no injustice when all stockholders share 
alike. 

It is childish for any corporation to hope to obtain an unchanging standard 
of a just price as a result of this statutory requirement. Stock, par value or 
no-par value, is issued for “property” and “services.” No one supposes that 
a corporation, even with full-paid non-assessable stock, always receives a con¬ 
stant money value for its shares. As a matter of evident fact, the directors of 
a corporation sell its no-par value stock for its market price, be it high or low. 
And under the new Federal Securities Act of May 1933 there must be full 
disclosure whatever the par value of the stock may be. Being, under any cir¬ 
cumstances, trustees and representatives of the existent stockholders the direc¬ 
tors would not sell new stock unless the sale were obviously to the advantage 
of the corporation and stockholders. The Railroad Securities Commission 40 
passes over this objection in an interesting manner : “The danger of inflation 


M For further discussion, see Taxation of No Tar Value Stock, 95 Cent. Law Jour. 
341; No Tar Value: Valuation for Franchise Fee Turposes, ip Mich. Law Rev. 95; 
Rogers, L. H., Stamp Tax on Shares of No Tar Value, 95 Cent. Law Jour. 448. 

8T Virginia was, until 1929, the only state of the Union which provided for the legal 
issue of stock at less than, par value, without creating a liability to creditors for the dif¬ 
ference between the issue, price and the par value. In 1929 Indiana enacted a similar law 
and California in 1931. 

88 See Bonbright, J. C., No Tar Stock, 38 Quart. Jour. Econ. 462 (1924). 

88 Ballantine, H. ’W’., No Tar Stock-Its Use and Abuse, 57 Am. Law Rev. 233. 

40 Report to Congress, December 8, 191 x. 

41 See for bibliography of no-par stock (all references before 1926) Robbins, C. B., No 
Tar Stock, 209; for such a list of objections see Reister, A. S., Recent Tendencies in Cor¬ 
poration Finance, 30 Jour. Tol. Econ. 260 (x 922). 
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Advantages of No-Par Stock - Truth_On the other hand, 

there are very urgent positive reasons why no-par stock is to be 
preferred to par value stock in all corporations except those en¬ 
gaged in the banking and insurance business. Q The outstanding 
one is truth. This will appear from a brief analysis of what, 
in actual practice, constitutes the capital of a corporation. When 

deserves serious consideration. We believe, however, that it is more apparent 
than real, because shareholders will be jealous of permitting c^her share¬ 
holders to acquire shares in the association except at full market value, and 
will not permit the issue of such shares to themselves at prices so low as seri¬ 
ously to impair the market or other value of their holdings.” 

The two ideas cannot be separated ; what is of advantage to the corporation 
is of advantage to the stockholders. Furthermore, it may well be that under 
the burden of misfortune and under adverse market conditions the corporation 
could not realize on its new shares what had been paid in on the old. No the¬ 
oretical justice to its old stockholders should prevent the corporation from 
securing new money to maintain its earning power or its solvency. 

This theoretical obligation to sell its stock at the par value may actually 
work a real hardship or perhaps injustice to the stockholders who may have 
previously paid par for this stock. For if misfortune overtakes the company, 
the further sale of stock at par, as a means of extricating itself, is closed. If, 
for instance, its managers misjudge the course of the industrial cycle and be¬ 
come overstocked with materials at a time of falling prices, it could not sell 
its stock at par and the law would not permit the sale below par. Conse¬ 
quently, it must either fail or else sell bonds or notes. In the latter case it has 
not brought about any permanent remedy for its difficulties and the same peril 
will threaten when the notes fall due ; if bonds are sold bankers will take them 
only at a great discount or high interest rate which will commit the stock¬ 
holders, for a long time, to heavy fixed charges. Under any circumstances the 
legal inability to sell stock below par will force the corporation to adopt an 
unsound financial policy. Whatever sanctions of justice toward stockholders 
one adopts, the policy is at least inexpedient. 

Q The advantages of no-par value stock have been listed by students of 
finance many times, and each list varies in content and emphasis. For exam¬ 
ple, an accountant has given the following which does not coincide specifically 
with the list given in this book. 42 The items referred specifically to public utili¬ 
ties, and are gleaned from statements of utility officers. 

1. Possibility of issuing stocks on the market at a price compatible with 

money and market conditions. (Considered most important.) 

2. Avoids need for carrying discounts and unamortized selling expenses. 

3. Stock may be issued against assets whose values are debatable. 

4. Payment of small dividends per share, rather than dividends expressed 

in percentages-the latter suggesting a too high dividend record 

based on too high rates. 

5. Economy effecting exchanges of stocks. 

6. Facilitates “split-ups,” thereby bringing inactive high price stock down 

to investment levels. 

7. Makes possible record on books-particularly balance sheet-of stock 

equity as a lump sum. 

4 * PTornbergrer, D. J., A Study of the Advantages of No-Par Stock as Stated by Officers 
of Utilities Issuing Them, Ohio 'Wesleyan University, Bur. of Busi. Service (Alar. 19.29). 
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a corporation is organized, the proprietary interests, to be repre¬ 
sented by the stockholders, contribute a certain fund of money, 
physical property, intangible rights, business experiences, and 
business abilities. This composite group of values represents 
the objective basis on which the corporation will undertake to 
do business. No human being can evaluate it, in terms of an 
exact money equivalent, particularly because the most valuable 
part of the inheritance of the new corporation is the intangible 
property and business abilities dedicated to its use. To allege, 
therefore, that the exact monetary value of this aggregate of 
tangible and intangible entities can be set down on paper in the 
form of a definite capital stock of a definite money equivalent is 
either sophistry or deceit. In a few cases, such as banks and 
insurance companies, when the corporation is born with a defi¬ 
nite fund of money, there is some measure of truth and accuracy 
in assuming that the capital stock has an exact money equivalent. 
These cases, however, are few compared with the vast number 
of incorporations of public utility and industrial enterprises in 
which it is utterly impossible to place upon the various kinds of 
property acquired by the infant corporation anything except an 

arbitrary and fictitious value,-at best, an intelligent guess, and 

at worst, a fiction prompted by motives of misrepresentation 
and fraud. To publish this arbitrary and fictitious value to the 
creditors or the future stockholders, as if based on an actual 
and intelligent appraisal of substantial objective importance to 
the community, is to clothe fiction in the garb of reality. r 

8. Possibility of declaration of stock; dividends without a specific and 

defined deduction from surplus. 

9. Payment of dividends from surplus, whether earned or not. 

10. Makes possible “squeezing out water” by “writedowns in stated 
values.” 

r If no-par stocks are issued “working capital may be provided without the 
necessity of inflating the book value of assets. . . . The credit of the corpora¬ 
tion is based upon sounder and a more substantial valuation of assets and in 
consequence will probably receive greater confidence on the part of investors 
and creditors than would be accorded the same corporation without such as¬ 
surance.” * a 

Machen says : “Corporations get credit either on the actual value of their 
assets, or on the integrity and standing of their officers and managers, and not 
at all on the nominal value of their stock.” 44 


43 Hurdman, P. II., Capital Stock Having No Par Value, 28 Jour, of Accty. 345. 

44 Report of the Committee on Uniform Incorporation Acts, October, 1920. 
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As soon as the new corporation begins business operations 
whatever correspondence between the value of its property and 
the nominal or money value of its capital stock may have existed 
in the beginning is lost immediately. Some of these operations 
result in a profit, in which case the corporate property is in¬ 
creased while the original capital stock remains the same ; some 
operations result in a loss, and a discrepancy between the prop¬ 
erty and the capital stock arises in the opj>osite direction. The 
important thing to observe is that the equality between property 
and capital stock, however justified at the beginning, is upset by 
the very operations for which the corporation was organized. 
This discrepancy, therefore, is inherent in the nature of the busi¬ 
ness corporation's activities and not merely an accident. The 
whole modern industrial world, of which the business corpora¬ 
tion is so important a part, is in constant change. Economic 
values are never static. 

These excuses for misrepresentation no longer exist if we 
face the existing facts as they are and regard shares of the cap¬ 
ital stock as merely rights of participation in the property and 
earnings of the corporation, after all prior claims, if any, have 
been met. This is what we called in the opening paragraph of 
this chapter the teleological rather than the historical definition 
of capital stock. This conception involves no attempt to place 
an arbitrary money equivalent on various types of property and 
intangible contributions; it makes no pretense to assign to 
human judgments an appearance of exactness and truth which 
the complexity of our industrial life precludes. R 

* At the New York Bar Association meeting of January, 1911, the com¬ 
mittee of which Francis L. Stetson was chairman reported in favor of a New 
York statute permitting no-par stock. Elihu Root, then President of the 
Association, said cat tempore, among other things, “I have been in the way of 
seeing the many misapprehensions that exist regarding the rights and duties 
of corporations in regard to their stock based upon the fact that its par value 
is fixed upon the stock, and that a different value is fixed in the market. The 
people of the country, a large part of them, are continually going wrong in 
their ideas about the rights and wrongs of the business which is conducted by 
corporations because of this false representation, a representation that is nec¬ 
essarily false as to the value of corporate assets, and I think the adoption of 
this plan of permitting corporations to refrain from making any representa¬ 
tion at all about what their assets are worth affords a means of avoiding really 
very serious faults and very serious misunderstandings. I see no practical 
obstacles to putting the plan into effect, and I think it certainly in good sense 
and good morals.” 
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There must be some kind of proprietary interest to hold 
title to the property of the corporation and act as its residual 
legatee. This is obvious. But the apportionment of this pro¬ 
prietary interest involves only the division of earnings and of 
assets in the proper relative proportion of ownership. This is 
exactly what is accomplished by no-par stock ; it is evidence of 
a proportional interest in the proprietorship of the corporation, 

arising from the relative-never absolute-contributions to the 

joint stock of the enterprise. Every known privilege and re¬ 
sponsibility adhering to stock ownership is based on propor¬ 
tionate interest in the corporation, so that all these privileges 
and responsibilities can be indicated by no-par value shares quite 
as well as by shares with par value. In addition, there has been 
no enforced appraisal necessary, with the accompanying mis¬ 
representation, on the part of incorporators, directors, or 
creditors, of property the value of which they have, at best, only 
a vague conception. 

Social Significance of No-Par Stock.-This advantage of 

no-par value stock is not merely one of convenience to relieve 
corporate stockholders and officials of responsibilities but it is 
one of important social significance. Among the reasons that 
account for the widespread suspicion, distrust, and dislike of 
corporations among laboring men and people of narrow eco¬ 
nomic vision is the shroud of mystery that seems to surround 
them. The procedure of organization in which lawyers’ clerks, 
as directors, appraise property ostensibly worth millions of dol¬ 
lars without the least knowledge of what the property consists- 

much less having seen it-visits upon the birth of the corpora¬ 

tion a well-founded suspicion of laxity if not of dishonesty. 
Securities are brought into existence by the mere fiat of ignorant 
and irresponsible clerks. Some one, probably equally ignorant 
of their true value, tries to assign to these shares an arbitrary 
money value and, in all earnestness, treats such money values as 
real. He is called an accountant- While the workingman and 
his demagogue are not always able to put their fingers on the 
source of their suspicions, they are, nevertheless, conscious that 
something is rotten in the state of our corporate structure and 
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this feeling is made to extend to corporate accounting and ad¬ 
ministrative policy. If, on the other hand, no such fictitious 
valuation is required, then the stockholders are regarded from 
the beginning merely as owners of the enterprise entitled to share 
in its profits. This is the simple truth of the case. The work¬ 
ingman can understand this. There is nothing to arouse suspi¬ 
cions and mistrust in a group of men merging some of their 
property in a joint undertaking and sharing in the results, be 
they good or bad. All kinds of unions and associations are no 
less than this. In brief, the removal of the pretended par value 
of corporate shares is one step in the direction of interpreting 
the economic significance of corporations to all classes of 
society. 

No-par Stock a Stimulus to Study by Investor.-When 

the removal of the par value of corporate shares was first dis¬ 
cussed the advocates alleged that without nominal value pro¬ 
claimed on the corporation’s balance sheet and on the certificate 
of ownership investors would be under the necessity of investi¬ 
gating more closely the actual intrinsic value of the corporation’s 
shares. It is to be hoped that this is true, in spite of the fact 
that certain writers try to reduce the argument to an absurdity.* 
The conservation of social capital requires intelligent investing. 
It requires that the responsibility for the selection of investment 

* ‘‘One might suppose that a prospective purchaser of the stocks or bonds 
of a California power company, not being misled by a fictitious face value, 
would take a trip to the western coast in order to inspect the property in which 
he is invited to take an interest. On the basis of this direct inspection he 
would then form his own estimate as to whether the stock is worth fifty dollars 
a share, or as to whether the bonds are a good purchase at 85.” 45 Such an 
assumption of an actual visit to the property may be extravagant. But unless 
the so-called investor makes some kind of an investigation, involving a trip to 
an engineer’s report or an auditor’s statement or public utility expert’s ante¬ 
room, he is not investing but merely gambling. Difficult as it is and probably 
always will remain for the ordinary genus homo to form a worthwhile and 

balanced judgment of any investment-even that of the local water company 

in his own town-the whole progress of wise investment, carrying with it the 

conservation of social capital, demands that the prospective investor should 
actually do some investigating on his own behalf. It would seem that this is 
so self-evident that nothing is gained by making ridiculous the almost hopeless 
handicaps that actually beset the ordinary investor when he tries to do some 
investigating and thinking for himself. 

48 Bonbright, J. C., 38 Quart. Jour. Econ. 4.47 (May, 1924). 
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securities be pushed back upon the shoulders of the investor 
himself, however disinclined he is to assume it. Anything that 
will tend to force him to investigate the intrinsic merit of his 
securities, even against his own inertia, will improve the general 
level of investment intelligence. Without the par value there is 
no standard, however vague and uncertain, and the investor is 
without an anchor. Even the balance sheet if properly drawn 
gives him little assistance. 11 He is forced to investigate the earn¬ 
ings of the corporation, present and past, the history of the 
corporation and its managers, its standing in the industry and 
the value of its shares with reference to current and future 
interest rates, as they are affected by the industrial cycle. These 

“The accounting profession is not, it would seem, blind to the fact that 
traditional methods of representing capital stock on the balance sheet give 
little enlightenment to the investor. tinder date of September 22, 1932, a 
committee of eminent accountants, George O. May, Chairman, wrote to the 
Stocklisting Committee of the New York Stock Exchange a letter suggesting 
certain improvements in the statements submitted by corporations to the Ex¬ 
change and stockholders.*® The Committee suggested that the governing 
boards of the Exchange should work to achieve these ends. 

The first of the objects was stated as follows : “To bring about a better 
recognition by the investing public of the fact that the balance sheet of a large 
modern corporation does not and should not be expected to represent an 
attempt to show present values of the assets and liabilities of the corporation.” 

There are various ways by which no-par value stock may be brought on to 

the balance sheet.* 7 The best one is not to bring it on at all-merely allowing 

an ambiguous entry such as profit and loss to represent the difference between 
the assets and “owed to others” liabilities. The number of no-par value shares 
can then be stated as a note. In this way the accountant is not forced to set up 
any equivalent whatsoever between property or assets on the one side and 
no-par shares on the other. 

Eor purposes of explanation it may be desirable to designate under the 
ambiguous entry representing the difference between assets and liabilities sub¬ 
titles indicating the sources of the “surplus.” Stockholders and creditors have 
a natural and reasonable curiosity to know the origins of this “surplus” 
whether money, property or services, originally paid in, whether subsequently 
paid in contributions to surplus account, or profits from the sale of capital 
assets, or nominal profits from the purchase of bonds at less than par, or 
donations, or the balance of previous profit and loss accounts, or finally the 
profit and loss balance of the current fiscal year. The most important piece 
of information any such differentiation would afford is the relation between 
contemporary dividends and contemporary earnings. The same information 
might be given by a summary of the current and past earnings statements.*® 

Placed in evidence by New York Stock Exchange before Senate Committee on Bank¬ 
ing and Currency, January 12, 1933. Reproduced 18 The American Accountant, No. 3 
(March, 1933). 

Montgomery, R. H., Financial Handbook (and ed.), 490 (i933>* 

48 For extended discussion of the accounting: problem involved, see Wildman, J. R., 
and Powell, W., Capital Stock without Par Value, Chapter 10 (1928). 
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factors and others like them determine values, and anything 
that forces the investor to seek for them is good. v Perhaps, it 
is too much to hope that the removal of the nominal value of 
corporate shares will push the investor along the path of self- 

enlightenment, but-granting no serious objection— it is at least 

worth a trial. w 

Conformity to Economic Theory. -There is still an¬ 

other consideration, in connection with a discussion of no-par 
value shares, which is worthy of at least passing notice. The 
use of shares without par value is in accord with the funda¬ 
mental conceptions of economic theory. Ever since Adam 
Smith’s early discussion of the character of the business man’s 
risks there has been a growing consciousness, on the part of 
economists, that the income return to the proprietors of a busi¬ 
ness is of the nature of a reward for assuming the risks incident 
to business and for managing the enterprise with sufficient skill 
and forethought to produce a net gain rather than a net loss. 
This reward is of the nature of true profits paid to them because 
of the skillful administration of the risks inherent to business 
enterprise. It is in no sense a compensation for the use of their 
capital or that of others. It is not interest. The representation 

v “The very fact that the stock has no designated money value should at 
once cause a prospective investor to inciuire whether by paying the price asked, 
he is getting the proper quid pro quo and the most natural thing for him to do 
would be to inquire into the actual and real value of the corporate assets. On 
the other hand the fact that the shares of stock are represented to be of a par 
value of $100 is likely, in the average run of cases, to cause the buyer to 
forego an investigation into the merits of the corporate scheme, and when, 
offered the stock at 90 he assumes he is getting a bargain. It is the dollar sign 
which lulls him into a sense of security and self-satisfaction . 99 

w “The fact that a share of stock is of $100 par value or any other par 
value is not noticed when the more prudent are determining the advisability of 
an investment. . . . There exists, however, a large class of small investors 
and creditors who look no farther than the dollar mark on the stock . . . they 
take for granted that the corporation has assets to back this up. ... It is this 
class of investors that the non par value law protects. 50 

** .the omission of the impressive figures once emblazoned upon every 

stock certificate serves as a warning that a certificate of stock is not a promise 
to pay to the holder thereof the amount expressed upon its face or a reasonable 
rate of interest thereon/' 61 

* 9 Hollen, R. H. , and Tuthill, R. S., Uses of Stock Having No Par Value, 7 Am. Bar 
Assn. S79 (1921), The part that par value plays in deceiving investors is often exag¬ 

gerated as it is in this quotation. 

80 Pierson, W. D., Stocks Having No Par Value, 17 Ill. Law Rev. 173. 

Harno, A. J., and Rice, R. F., 56 Am. Law Rev. 331 (1922). 
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that the proprietors of the business have an actual money or 
property investment in the business places them in the light of 
capitalists entitled to interest rather than profits ; the acknowl¬ 
edgment that their common shares involve little, perhaps no, 
actual investment in the business is an acknowledgment that the 
line between the capitalist of the business and the managers is 
clearly drawn and that common stock represents the right on the 
part of the managers to participate in profits, provided their 
management proves successful. In that sense, therefore, no-par 
stock, as differentiated from bonds or preferred shares of a 
money par value, is strictly in accord with the economic theory 
which insists on the distinction between interest paid for the 
use of capital and profits paid for the exercise of superior busi¬ 
ness skill. x 

Significance of Watered Stock. -This whole discussion of 

the significance of no-par value stock rests on the presumption 
that the stockholder is interested primarily in his rights to earn¬ 
ings. And a corollary of this is that he is not interested in the 
original cost of the property which is creating the earnings. If 
this is so, then the term watered stock loses all its significance. 

During the period of “trust” promotions, particularly during 
the late 1890^, the^hrase “watered stock” was in continual use. 
It referred definitely and explicitly to the large issues of com¬ 
mon stock brought into existence at the time of promotion 
against which existed no property value except “goodwill.” It 
has, however, a far more general use, connoting, somewhat 
vaguely, the issue of stock with a par or stated value against 
assets obviously of a lower value. If we are to attach any mean¬ 
ing to the phrase, we must assume a par or stated value stock, 

x Many attempts, within the last ten years, have been made to summarize 
the advantages and disadvantages of par value and no-par value stock. These 

summaries are usually biased—as the text above probably is-by either a 

fundamental laisses faire or paternalist postulate. I hazard the guess that all 
writings of an economic or legal nature emerge from one or the other of the 
two camps. The least biased and most comprehensive of these summaries 8 * is 
given by Wildman and Powell, whose book on no-par stock is distinctly the 
ablest presentation of the subject yet written. 

•a Wildman, J. R., and Powell, W., Capital Stock without Par Value, 4.3 (1928). This 
book also gives extended extracts of state statutes (page 291) and a comprehensive bibliog¬ 
raphy (page 537). (Both down to 1928.> 
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and some method of evaluating the corporate assets which 
makes clear an obvious discrepancy. One writer who has pre¬ 
pared an extended and very illuminating discussion of the sub¬ 
ject states “Stock watering may be defined as the issuance of 
nominally full-paid stock in an amount exceeding the value of 
the assets against which the stock has been issued/' 53 Other 
definitions may be given, 54 but the controlling idea is that the 
legal and accounting equality between stock and alleged assets 
is not true. 

The Evils of ’Watered Stock-Much has been written con¬ 

cerning the iniquity of stock watering on the ground that it is a 
misrepresentation and therefore against social policy. And one 
of the conspicuous advantages of no-par stock over par value 
stock is that both the excuse and the temptation for this mis¬ 
representation vanishes. But the actual harm, to stockholder, 
to creditor, or to the public, of stock watering has probably been 
greatly exaggerated/ 

The evils of stock watering, supported by court decisions, 
are summarized by Dodd. 50 But they all arise out of alleged 
misrepresentation, and fail to show any one actually misled. In 
spite of numerous citations, no single instance is given of a 
creditor who relied on an exaggerated nominal or par value of 
stock as the sole basis of credit. I surmise even distressed 
creditors do not plead downright stupidity. “Corporations get 
credit either on the actual value of their assets, or on the integ¬ 
rity and standing of their officers and managers, and not at all 
on the nominal value of their stock/' 57 And for cases cited 
alleging constructive fraud of watered stock against creditors, 
there are others that deny that creditors are misled by “watered 

y Even Dodd says “The deceptive qualities of an inflated par value are 
probably not very effective once the shares become seasoned and are traded 
in on an organized market. Stocks listed on organized exchanges, or other¬ 
wise dealt in with considerable frequency, are bought and sold almost entirely 
on the basis of their present or potential equities in earnings without regard 
to their nominal values. The harm done to the investor, and for the most part 
to the cre ditor, occurs before earning power becomes established/* 

®* Dodd, D. L., Stock Watering, 3 (1930). 

64 Ibid., page 3, note 5. 

w Dodd, op. cit., supra 8, note 12. 

** Ibid.. i*f. 

07 N. C. Com. Uniform State Laws (x 920). 
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stock.” 58 Watered stock has even been approved by the United 
States Supreme Court in a decision which has caused endless 
discussion. In this case 69 an embarrassed corporation, in order 
to try to extricate itself from financial difficulties, sold securities 
in the form of a block, consisting of a bond and certain shares 
of stock, admittedly thrown in as a bonus. The legal forms had 
been carried out in issuing this stock for a fair value, thus ren¬ 
dering it full paid and non-asses sable. But no one claimed that 
this was more than a legal form necessarily carried out, for 
otherwise no one would accept the stock. The Supreme Court 
refused to hold these stockholders liable to the creditors of the 
corporation, contending that the exigencies of the corporation 
required this procedure as a matter of expediency. Undoubt¬ 
edly the case runs counter to many others which hold stock¬ 
holders liable for stock fraudulently issued or issued without 
“true value.” And the accounting problems presented by the 
general approval of this case are at least mystifying. 60 It is 
just such legal and accounting subterfuges which the general 
use of no-par stock is supposed to eliminate. 

The term watered stock may be applied to the capitalization 
of various types of corporations. But the conditions of these 
different types vary. Under state and federal laws the capital 
stock of a bank ^nd insurance company must be paid in cash ; 
so no stock watering can exist among such corporations. If the 
par value capital stock of a public utility is made to exceed its 

tangible assets, no effect results on rates-and, therefore, on 

earnings-because all the court decisions use as a rate basis 

property (actual property dedicated to the public use) and not 
par value of the stock. 2 And finally industrial corporations 
operating-as all industrials do-in competitive fields cannot 

* Various writers have denied this.* x But the arguments all appear to 

assume as a premise either the gullibility of commissions-not always an 

unjustified presumption-or else to be put forward to justify a strengthening 

of legislative control over public utility finance. 

M Rukino v. Pressed Steel Car Co., 53 Atl. 1050 (1903); Kunz v. National Valve Co., 
9 Ohio C. C. (N. S.) 593 <*907). 

Handley v. Stutz, 139 U. S. 417. 

®° See illuminating: discussion in Hatfield, H. R., Modern Accounting, 163. 

#1 See particularly Bonbright, JT. C., Railroad Capitalization (1930); Locklin, D. P., 
Regulation of Security Issues by the Interstate Commerce Commission (1927). (Extended 
references given .} 
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increase their prices and therefore their profits because of the 
overvaluation of the corporate assets. Under competitive con¬ 
ditions they get what they can,-the maximum prices their com¬ 

petitors allow them to get. These prices coupled with the 
volume of the output determines the profit. And the profit is 
neither larger nor smaller whether the corporate assets are set 
down against a hundred thousand dollars or a million dollars, 
or ten million dollars of par value stock-except that the corpo¬ 

ration is laughed at in the trade if the volume of capital stock 
is out of proportion to assets or earnings. 

In a sense, watered stock is an advantage to the embryo 
corporation because a quantity of low valued stock can be given 
away with an issue of preferred stock to make it more attrac¬ 
tive; and the sale of the preferred stock, made possible by the 
“bonus” common stock, renders a bond issue unnecessary. In 
other words, the liberal use of bonus or watered stock gives a 
financial structure to the young corporation involving no fixed 
charges and no maturing debt. Such a corporation can weather 
an industrial depression much better than a conservatively capi¬ 
talized corporation with bonds in its financial structure. 62 

At the present time the tendency is toward fattened or con¬ 
centrated stock, if one may coin a phrase to connote the opposite 
of watered stock. The reasons for this are primarily concerned 
with taxation, where franchise and annual corporate taxes are 
assessed on nominal capital. There is also a kind of credit aris¬ 
tocracy if assets are known far to exceed the nominal capitali¬ 
zation. 

Stated Capital -Prompted by a desire to preserve the sub¬ 

stance of the par value conception, with whatever consolation, 
it might give to creditors, while giving lip-service to the con¬ 
temporary fashion of 110-par stock, certain states have required 
that there be set aside against the no-par stock, at the time of 
issue, a “stated capital . 99 The intention of such statutes is to 
put on the original subscribers the obligation to create, at the 

* a This argument has been convincingly stated by Lyon, H., Corporation Finance 
<1916). 
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organization of the corporation, a trust fund of corporate 
property to be held inviolable from the payment of dividends." 

The necessities, involved in the legal tradition, that a trust 
fund must be held inviolate for the benefit of creditors, may be 
met by the use of stated capital. A part of the ostensible capital 
of the corporation appears on the balance sheet under the desig¬ 
nation of “stated capital.” There is, however, no assertion or 
implication that this amount represents all the capital contributed 
by the stockholders nor that it is an inflexible fund unaffected 
by the fortunes of the business. Such a statement has a legal 
significance only. And this significance is merely that the direc¬ 
tors cannot, without incurring personal liability, pay out in divi¬ 
dends a sum which infringes on the amount designated as 
“stated capital.” 

Although the use of “stated capital” may have the commend¬ 
able purpose of protecting creditors, it is of little practical value 
because the incorporators, almost invariably untutored clerks, 
merely follow the instructions of their legal masters and vote to 
consider as “stated capital” whatever the organizers of the corpo¬ 
ration may wish. Such differentiation between “stated capital” 
and paid-in surplus thus becomes merely an arbitrary distinction 
unrelated to any facts ; it is, moreover, deceptive because it 
involves no correlation whatever with actual property or values. 
Stated capital may be increased or decreased at will ; and in 1933 
there were almost countless cases in which the stated capital was 
reduced to absorb large capital losses.In some instances, 

** For example. New York : “No stock corporation shall declare or pay any 
dividend which shall impair its capital or capital stock, nor while its capital or 
capital stock is impaired, nor shall any such corporation declare or pay any 
dividend or make any distribution of assets to any of its stockholders, whether 
upon a reduction of the number of its shares or of its capital or capital stock, 
unless the value of its assets remaining after the payment of such dividend, or 
after such distribution of assets, as the case may be, shall be at least equal to 
the aggregate amount of its debts and liabilities including capital or capital 
stock as the case may be.” ® a 

bb For example, the stated capital of the Standard Gas and Electric Com¬ 
pany was reduced on June 1, 1933, from $136,609,722 to $21,626,070. The 
details of this case are significant, and are set down in some detail as an 
example of financial legerdemain. 

The balance sheet, as of December 31, 1932, of the Standard Gas and Elec¬ 
tric shows the following. 

** Stock Corporation Law, Section. 58. 
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although this was seldom admitted, the reduction was prompted 
by the desire to relieve directors from the accusation of declar¬ 
ing dividends, admittedly unearned, out of capital. Stated cap¬ 
ital, which can be manipulated upward or downward according 


Liquidation 
V alues 
(Aggregate) 

Preferred stocks (three classes) $84,626,900 
Common stock 2,162,607 shares 

(no par value). 

Surplus . 

Capital attributable to 2,162,607 
shares no par value common. . 

Total stock liability. 


Capital 
Liability 
(Set Against It) 
$ 87,270,943 

1 36,609,722 
1 1,838,469 

1 48,448,19 1 
-235,7 19,133 


Market Values 
December 31, 1932 
(Aggregate) 

$36,913,490 


29,195,200 
66,108,684 


And the income and earned surplus account showed as follows, after fixed 
charges. 

Earned surplus, December 31, 


193 * . $14,232,246 

Net income, calendar year 1932. 9,126,715 


Total . 

Against which was charged: 

Securities sold, loss. 

Preferred dividends - . . . 
Common dividends . 


$^3,359»56l 

$ 448,145 

6,371,225 
4,70 1,722 


Surplus, December 31, 1932.... 


11,521,092 
$ 1 1,838,469 


Or, to translate it into language, the Standard Gas and Electric Company 
received from its subsidiaries during 1931 nine million dollars, but paid out in 
preferred dividends rising 7 million. It also paid nearly 5 million on common 
stock dividends; and a reduction in the surplus from over 14 million to less 
than 12 million became necessary. 

At the same time the market discrepancy between the stated or balance 
sheet capital, attributable to the stocks of the company and the market value 
of these stocks, became evident. As of December 31, 1932, the stated value, 
approximately the same as the liquidation value, of the three classes of pre¬ 
ferred shares was over 87 million, while the aggregate market value of these 
shares was 37 million or less than a half. The jitated capital corresponding to 
the common shares was over 136 million. If this is added to the ostensible 
surplus, the stated value attributable to the common shares becomes 148 million 
dollars. But the market value of these shares was less than 30 million, hardly 
one-fifth as much. 

To correct this discrepancy, the stockholders at their annual meeting of 
May 17, 1933, prompted by previous similar action by the directors, reduced 
the stated value of the common shares from 136,609,722 to $21,626,070-a re¬ 

duction of over 100 million dollars in balance sheet figures. This new com¬ 
mon stock and balance sheet figure, together with the December 31, 1932, 
surplus of $11,838,469, gave a capital attributable to the common shares of 
$33,464,539. This was practically the same as the market valuation as of 
December 31, 1933. On May 17, 1933. when the stockholders’ action was 
taken, the common stock had a value of $21,000,000. 

For another case of reduction of admitted surplus, see page 94, note jj 
(General Asphalt Co.) 
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to the purposes of the stockholders and their directors, as a 
means of giving* protection to creditors, is a form without 
substance. cc 

Public Utility Capital Stock as Evidence of Historical 

Cost. -There has been some disposition to believe that public 

utilities differ from other corporations in relation to their cap¬ 
ital stock. Many writers make the presumption that it is evi¬ 
dence of the historical cost of the utility property, and remains, 
therefore, the permanent basis of investment on which a fair 
return may be justified by legal canons. This being the case, 
stock of no-par value would defeat the purpose as there would 
be no correspondence, historical or otherwise, between invested 
capital and the figure set against the no-par value stock on the 
balance sheet. This is the position of the Massachusetts Public 
"Utilities Commission. The whole argument is based on the con¬ 
trolling factor of historical cost in rate regulation. Since the 
Indianapolis Water case before the United States Supreme 
Court, 60 this is not convincing. Moreover, even were historical 
cost the controlling factor, it would be given directly from the 
property accounts, rather than from the stock subscriptions, so 
that the presumption that the capital stock represented a con¬ 
stant fund upon which a given net return is or is not justified 
would be of no significance. On analysis, every argument appli¬ 
cable to ordinary business corporations in favor of no-par value 
capital stock can be made to apply with equal force to the shares 
of public utilities, and the argument that creditors obtain no 
substantial protection by no-par stock applies with greater force 
because the property of a utility is ordinarily predominantly 
fixed and tangible property easily seen ; it can be more readily 

cc As two recent writers remark in the most extended treatise on no-par 
value stock thus far published “Stated value, which means stated value per 
share, has been the cause of confusion without end concerning no-par stock. 
The idea of putting a share value on the stock has been applied to case after 
case without warrant or suggestion of the statutes, and in innumerable in¬ 
stances, without necessity, rhyme, or reason. The effect is to set up a the¬ 
oretical line of division in the amount of capital received by the corporation, 
and a situation thus is created which is almost identical with that existing 
where shares have a par value." M 

Wildman, J. R., and Powell, W., Capital Stock Without Par Value, page 76 (1928). 

McCardle v. Indianapolis Water Co., 272 XJ. S. 40 (1926). 
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appraised than the property of a business corporation which 
consists largely of intangible values and current assets. 

Par Value for Monied Corporations. -The significance of 

capital stock for banks and insurance companies-monied cor¬ 
porations, so-called-is certainly different from that of ordinary 

business corporations, including public utilities. And the differ¬ 
ence lies primarily in two directions. In the first place the 
stockholders’ subscriptions, in the case of both banks and insur¬ 
ance companies, represent a fund which must at all times be 
capable of payment to meet the money claims of creditors. It is 
a buffer, a safeguard, which bank depositors and insurance 
policyholders rely upon in case of extraordinary losses. Or to 
put the matter in another form, the significance of paid-in cap¬ 
ital stock to these corporations is that there shall be a constant 
reserve with which to safeguard the money obligations of the 
bank or insurance company. The convertibility into an exact 
sum of money of the capital invested in the assets of a cotton 
mill has little significance, but the ready convertibility into a 
known amount of money of the capital invested in the assets of 
a bank has great significance, for the very simple and poignant 
reason that a bank’s liabilities are in money. In the second place, 
these two types of enterprises differ greatly from other corpo¬ 
rations in the personnel of the creditors. The very business, the 
very life, of the bank or insurance company is to solicit credit 
from the community at large. A manufacturing or utility com¬ 
pany is not asking credit from the rank and file of the com¬ 
munity, but rather from a very limited group presumably capa¬ 
ble of individual judgment. When a manufacturing concern 
buys cotton or a utility buys wire, its creditors meet it on an 
even basis. They may be presumed to be able to determine its 
financial standing before shipping the merchandise ; they have 
available the corporation’s own statement and the credit reports 
of banks and credit agencies. They maintain a credit depart¬ 
ment of their own in order to weigh the numerous factors upon 
which a customer’s credit rests. They are wise and shrewd con¬ 
cerning credit, and approach the problem of each individual risk 
without any illusions concerning the sacredness of capital stock. 
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And, moreover, the receiving of credit is only incidental to the 
main business, incidental to the production of cotton cloth or 
the merchandising of electric current. But the receiving of 
credit is not incidental to the business of a bank or insurance 
company; it is the essence of their business. Their business is 
that of having creditors ; the very existence of these institutions 
depends on the credit extended to them by the public at large. 
And the public at large has neither the necessary qualifications 
nor the time nor the energy to make an independent examination 
every time a deposit in a bank is made or insurance requested. 
For the banking and insurance business to perform their proper 
functions in society, there must be a protective fund put forward 
by the proprietors of the business as a cushion to take care of 
losses before the depositors or policyholders are required to 
share them. And, furthermore, these depositors and policy¬ 
holders are entitled to know the size of this protective fund in 
order to select the institutions with which they may deal. Hence 
the original subscription of capital stock to a bank or insurance 

company-as a proprietors 5 safeguard for the protection^of the 

public-assumes a meaning and a justification not present with 

other types of corporate enterprise. It inspires confidence where 
confidence is absolutely necessary if the banks and insurance 
companies are to'exist and serve their purposes. The simple 
fact that the nature of these businesses is such that the cajfital 
fund idea and the par value of stock may be retained does not 
affect in the least the general conclusion that these concepts are 
not applicable to other businesses. This is an instance, fre¬ 
quently met with, where the nature and technique of the industry 
affects the financial policy of the corporation. 

Low Far Value Stock. -Since 1929 no-par value stock has 

taken on a new form without a change in its intent. This has 
been a low money par value, bearing no relation to the property, 
the original contribution, or the assets of the corporation. ee 

One writer** estimated that 41 corporations which changed their no-par 
stocks from April, 1932, to December, 1932, adopted par as follows : fifteen 
adopted $1, one $3, eighteen $5, four fio, and only three chose $20. 

M Hornbcrger, 13 . J., Accounting- for No-Par Stocks during the Depression, Accounting 
Review (March, 1933). 
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The change has been carried out for various reasons but 
chiefly to reduce the various forms of taxes. The shares of a 
corporation, as distinguished from the property of the corpora¬ 
tion itself, are ordinarily subject to at least three forms of direct 

taxes-an incorporation tax, which is levied at the outset on the 

total number of shares, a franchise tax which is levied every 
year on the share capital of the corporation, and a transfer tax 
which is levied by the federal government, and by many of the 
states on the transfer of ownership of the individual shares. 
The amounts of all these taxes are arbitrary, and are computed 
according to the prescribed formulae embodied in the tax 
statutes. Now it happens that both the incorporation tax and 
the transfer tax varies according to the par value of the shares 

-the smaller the par value, the smaller the tax. ff And many of 

these same tax statutes provide that no-par value stock shall be 
taxed on the same basis as shares of $100 par value. Conse¬ 
quently, if no-par stock is made $1 par value, the incorporation 
tax in many states will be only one-hundredth as great as if it 
were either no-par or $100 par value. And a similar principle 
holds true of the franchise tax in many states^ and of the 


tf Although the methods of assessing vary with the tax laws of the 48 states 
and the federal government, the statement above holds true for most of these 
tax laws. Obviously, the greatest saving is with the large corporations. And 
counsel for the promoters of large corporations would naturally select the 
state where the charter advantages are greatest and, other reasons being equal, 
arrange the form of capitalization so that the cost of incorporation would be 
least. A study was made in 19 32 of the state of incorporation of all industrial, 
public utility, and railroad corporations with assets of $10,000,000 or over, 
brought into existence from 1915 to 1032. 07 There were 941 such corporations 
in all ; 4 32 or approximately 45% of the total were incorporated in Delaware. 
New York accounted for 98. The states of Illinois, Massachusetts, Maryland, 
New Jersey, and Pennsylvania accounted together for 184 incorporations. In 
the incorporation tax laws of these 7 states, no-par stock involves far higher 
taxes than low par stock. 

** Not all states levy a so-called franchise tax, but the majority do. This 
tax is levied according to one of three methods. States of one group, Mary¬ 
land, for example, levy on the total par value of the shares stated in dollars. 
And most of the states following this method treat no-par stock as having 
$100 par value. Consequently, a corporation organized under the laws of such 
a state could effect a substantial saving by changing no-par stock to a low, 
nominal par value. The second group of states, of which Delaware is an 
example, levy on the total number of shares outstanding. A change from 

67 "Woodruff, O. C., New Incorporations, Harvard Graduate School of Business Admin* 
istration <1933). 
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transfer tax in most states of the Union. hh It will therefore 
readily be seen that for tax purposes there would be a great 
saving if no-par value stock were given a nominal par value 
of $i to $5. To all intents and purposes the stock remains 
without par value, because there is no attempt to set up the 
aggregate money equivalent of the shares as the equivalent of 
the property of the corporation-past, present, or future. u 

Besides economy in taxes, three other reasons led corpora¬ 
tions, in 1933 and 1933, to change no-par stock to a low par 
value. The chief of these was to cover up large operating defic¬ 
its. By making the par value $1 or $5, the total capital fund 
set up against the capital stock was greatly reduced. This per¬ 
mitted charging the depression deficits, losses on investments, 
and obsolete plant equipment against surplus without effacing 
the surplus and thereby preventing the declaration of dividends 
until the deficit had been made up. jj 

no-par to a low nominal par value would effect no saving- in franchise tax for 
corporations organized under the laws of this group of states. States of the 
third group, Massachusetts, for example, combine the methods followed in 
the other two groups of states. A change from no-par to a low nominal par 
value might, in some of these cases, bring about a saving of franchise taxes. 

1111 New York offers an exception ; by the tax law signed May 1, 1933, all 
transfers of shares, par and no-par, selling for less than $20 in value are 
taxed at the same rate. The federal tax law is analogous to that of the 
majority of states. 

11 In April, 1933, the shares of a brewery were offered to the public. The 
par value was made $i for the reasons described above. But the stock was 
offered to the public at $13 a share. Had the stock been made no-par value, 
the incorporation tax for this particular corporation would have been just 
one hundred times as great ; but the public would have been asked to subscribe 
at the same price per share in either case. 

33 Exactly this purpose is admirably shown by tbe Consolidated Capital 
Surplus Account, December 31, 1932, of the Ceneral Asphalt Company. 

Consolidated Capital Surplus Account 
December 31, 1932 

Capital Surplus arising from reduction of the 413,333 
shares of no-par value common stock from a stated 

value of $36,117,130 to a par value of $4,133,330. 

Deduct book value of stocks of companies no longer oper¬ 
ated, etc., for which capital stock was issued at the 

organization of the Company. $21,371,222.90 

Dess adjustment of the book value of the 
investments in the following subsidiary 
companies to tbe par value of the out¬ 
standing capital stock of those companies: 

New York & Bermudez Company. $720,424 94 

The Bermudez Company. 3,750.00 

Trinidad Dake Asphalt, Dtd. 3.390-93 728,1 65.87 

Capital Surplus . . , , .. 


$3*,983,800.00 


_2 0,643,057.03 

$1 T ,340,742.97 
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Closely allied with this purpose is that of reducing the fixed^ 
assets accounts or the accounts covered by goodwill and patents 
or trademarks. By marking down the fixed assets to a value 
corresponding to the depressed value of 1933, a smaller depre¬ 
ciation charge was thereafter necessary. And a smaller depreci¬ 
ation charge reduced the necessary future deduction from earn¬ 
ings and thus increased the amount available for dividends. 
The reduction or cancellation of the goodwill account improves 
what the banker calls the appearance of the balance sheet. These 
motives may be more or less present in those cases in which a 
low par value has been adopted in the years since 1929, but after 
all is said, economy in taxes would appear to be the chief 
motive. kk 

If the alleged par value of these corporations were taken 
seriously, they would present a strange antithesis to the old- 
fashioned stock watered corporation. Assets worth millions of 

These various motives are excellently illustrated by a newspaper report 
on the proposed change of the Julius Kayser and Company no-par value stock 
to a par value of five dollars. As the report portrays what must have been in 
the minds of the directors, it is given in full. 

“$5 Tar for Kayser Common Proposed 
Approval by Shareholders Nov. 16 Would Enable 
Write-Down of Goodwill and Property Account. 

“The proposal of directors of Julius Kayser & Co. to give the company’s 
no-par common stock a par value of $5 a share, with no change in the number 
of shares, if aj^proved at a special meeting of the stockholders to be held here 
Nov. 16, will enable the company to reduce its item of goodwill, patents, 
and trademarks from $5,644,000 to $1, as well as enable it to write down ‘sub¬ 
stantially’ the value of its property and plant account, it was explained yester¬ 
day by an official of the company. The change will also bring about a reduc¬ 
tion in transfer taxes. 

“By writing down the property and plant acount, which is now carried at 
a net figure representing cost less depreciation, to approximately its present 
value, the company would be relieved of a substantial part of the yearly de¬ 
preciation charges, which relief would be reflected in a corresponding increase 
in profits from operations, it was pointed out.” 68 

In March, 1932, the Rarnsdall Corporation changed its $25 par value shares 
to $5 par value. Accompanying this change was the transfer of $45,175,600 
to surplus from the stock capital account. And a considerable part of this 
bookkeeping surplus was then written off to correspond with huge corporate 
losses. 

In the same months, also, the Electric Bond and Share Company exchanged 
one new $5 par share for three no-par shares. By so doing the “common stock 
capital” could be written down by approximately 124 million dollars. 


68 New York Daily News Record (October 24, 1932). 
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dollars are represented by less than a million shares of $i par 
value stock; investment assets of a so-called investment trust, 
aggregating over 40 million dollars according to current public 
market quotations, are represented by a million shares with a 
par value of $5 each. As the desire of the old stock promoter 
was to represent to the public a capital stock far higher than the 
assets, in order to sell his wares, so the present-day promoter 
represents a nominal par value much lower than the assets, in 
order to economize on taxes. But the misrepresentations of the 
old promoter were sometimes taken seriously ; those of the pres¬ 
ent-day promoter are never taken seriously, nor does he intend 
that they should be. 

Three Kinds of Stock with Reference to Par Value. -We 

may say, therefore, that there are existent at the present time 
three kinds of stock with reference to the par value. There is, 
first, the high dollar par value of bank and insurance company 
stocks, the railroads and many old established public utilities 
and older industrial corporations. Among this great class the 
par value has a historical significance representing, in theory at 
least, the amount of money or property paid in by the share¬ 
holders at the inception of the enterprise, or subsequently sub¬ 
scribed by the purchase of stock at par. There are, secondly, the 
no-par value stocks, represented in large measure by the corpo¬ 
rations organized between 1919 and 1929; and in these cases 
there is no attempted correlation between the amount of assets 
of the corporation, past or present, and the par value of the 
shares of common stock. And there are, thirdly, the nominal 
par value stocks, with the money equivalent arbitrarily made 
low, primarily to economize on taxes ; like the true no-par value 
stocks, there is here no correlation between the aggregate par 
value of the shares and the assets of the corporation, past or 
present. 

Rar Value and Market Rrice. -Whatever the legal and ac¬ 

counting correlates may be, there is one question which interests 
greatly the corporation officials and the stockholders. It is the 
market price of the shares. Although corporation officials may 
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prefer to adhere to a policy of exalted aloofness from the 
vagaries of price quotations, they are forced by the credit 
conditions of their corporation to give them at least passing 
notice. When the stock of a corporation is quoted below $10 
a share, there is an implied suggestion that the credit of the 
corporation is low ; when the price is over $200 a share, there 
is a reluctance on the part of investors to buy the stock. Per¬ 
manent investors, in contrast to speculators, tend to avoid 
shares of low market price because of the established idea that 
low price is indicative of financial insecurity and because low 
price shares are not acceptable to banks as collateral. Investors 
also believe that high price stocks decline readily at the first 
provocation ; and furthermore, their market is very narrow 
and ultra-restricted. Inevitably the corporation must take 
cognizance of these feelings and seek to adjust its capital set-up 
to such measures of value that the market price of the shares 

may attract investors-may give the shares a broad market, 

as the phrase runs. From a study of a wide variety of con¬ 
ditions affecting market price, the author of this book is of the 
opinion that a market price somewhere between $30 and $60 a 
share meets best the various conditions. 11 Below $30 there is 
the inarticulate implication of distressed credit ; above $60 there 
is the handicap of mere price to the maximum width of market 
and diversification of stock ownership. There are many people 
who prefer to own ten shares of stock at the quoted price of 
$50 rather than one share of the identical stock at $500.““ 

Significance of Stock Splits. -The market price of shares 

is subject to some measure of control. As price is a function of 
earnings and dividend rate, and the natural desire of corpora¬ 
tion officials, operating according to our economic tenets, is to 
increase both earnings and dividends, the tendency of stock 
prices during the upward swing of the industrial cycle is to 
rise and during the downward cycle to decline. Consequently, 
if corporation managers are to restrict the market price of their 

11 This is expressed only as an opinion. 

mm 'There is a lot of evidence to corroborate this. But it is especially clear 
from the results of a statistical study of the effect of “split-ups" on stock 
ownership. Note rr. 
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shares within even a wide range, they must employ some direct 
means to effect an increase of the number of shares of their 
stock during times of prosperity and to effect a decrease during 
periods of adversity. If the par value of the stock of a corpora¬ 
tion is held rigidly to $100, the market price will fluctuate 
widely according as the earnings and the dividends rate vary 
from the normal return on invested capital. But if the shares 
may be divided up when they rise in price above ordinary levels, 
or combined when they fall below ordinary levels, the cor¬ 
poration itself can do much to hold the price of its shares within 
some optimum range. The division of shares into a greater 
number with the same, or essentially the same, capital offset is 
called a split-up or merely a split. nn The term is used very 

loosely to mean any readjustment of capital involving at least 
a doubling of the number of shares without an appreciable 
change in the invested capital . 00 Usually either the par value 
is decreased in proportion to the new shares issued, unless the 

nn There have been two extended studies of “splits” within the last few 
years, in addition to numerous financial “write-ups.” One was made by Max 
Fichtenbaum, summarized by J C. Dolley, 70 and the other by F. S. Fogg. 71 
These will be referred to extensively in the following paragraphs. Fichten- 
baum and Dolley used 174 split-ups of stocks quoted on the New York Stock 
Exchange and occurring between January 1, 1921, and January 1, 1931 Not 
all these 174 stocks afforded complete data, and many of the conclusions were 
based on a fewer number of cases. In some cases also there were more split- 
ups than one of a single stock. Fogg used a list of 50 well-known stocks, 
listed on the New York Stock Exchange, having split-ups between August, 
1922, and August, 1928. Although the former list would appear to be more 
extended, the large number of omissions reduced the breadth of the study. 
Also the two studies concerned themselves, in the main, with different 
problems. 

00 When shares are distributed to the old stockholders in an amount less 
than 100% of the old stock, the distribution is called a stock dividend. 'When 
there is a 100% distribution, it is sometimes called a ioo*7o stock dividend and 
sometimes a split. And there are border-line cases. Fichtenbaum and Dolley 73 
distinguish carefully between a stock dividend which involves a transfer of an 
amount from surplus to capital stock account equivalent to the stock dividend 
and a split in which the number of shares is increased, and the increase dis¬ 
tributed to the old stockholders, without any corresponding transfer from 

Such as White, W. R., Popularity of Stocks Increased by Recent Split-Ups 33 Forbes 
Magazine 78. 

70 Dolley, J. C., Characteristics and Procedure of Common Stock Split-Ups, XI Harv. 
Bus. Rev., 316 (April, 1933). 

71 Fore, P- S.. Stock Split-Ups, Harvard Graduate School of Business Administration 
(1939). 

’* Op. cit. 



THE CAPITAL STOCK OF THE CORPORATION 


99 


stock is already no-par, in which case the number of shares is 
increased in proportion to the new shares issued. pp 


Time of Splits. -Stock dividends, without any change in the 

capital stock liabilities, have occurred from time to time during 
the long history of corporations. And “stock dividends” in 
which the share capital is suddenly doubled or trebled, and the 
new stock distributed among the shareholders, are of relatively 
common occurrence, especially during periods of increasing 
business activity. The occurrence, however, of these splits 
increased greatly in the decade between 1921 and 1931, and 
may be said to coincide roughly with the upswing of the in¬ 
dustrial cycle. qq This is natural, for if the main purpose of the 
split-ups is to keep the market price of the shares well below 
100, the periods of rising prices would correspond with the 
periods during which the market price of the shares would tend 
to rise beyond the desired levels. The movement, while wide- 


surplus to capital stock. The distinction, however, is not observed in financial 
parlance. Especially is this true as nearly half the split stocks were of no-par 
value, both before and after the split. Ordinarily, a free distribution of new 
stock equivalent to one or more shares for each share held is spoken of as a 
split, irrespective of the accountant’s treatment of the capital and surplus 
accounts. 

pp Fogg 73 found that of his random selection of 50 New York Stock Ex¬ 
change shares 35 or 70% of the new split stocks were of no-par value ; 14 or 
28% of these were already no-par before splitting, while 21 or 42% changed 
from par to no-par. 


qq Fichtenbaum and Holley 74 
174 cases. 


Year 


found the following results from study of 

Number of Per Cent of 

Split-ups Total Number 


1921 2 1.2 

1922 14. 8.1 

1923 17 9-8 

192-4 12 6.0 

1925 14 8.1 

1926 23 12.7 

1927 17 9-3 

1928 22 13-3 

1929 38 21.9 

1930 IS 8.7 


Total 


i74 


1 00.0 


Out of 837 common stocks listed on the New York Stock Exchange, as of 
Hecember 31, 1930, no less than 150 had been split once or oftener between 
1921 and 1931. 


n Op. cit. 
T4 Op. cit. 
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spread among the rapidly rising industrial stocks of the period, 
was even more common among the shares of metropolitan banks 
and the shares of nationally known insurance companies. Up¬ 
ward of four-fifths of the latter class split their shares during 
the ten years from 1921 to 1931. Many corporations split their 
stock twice in the period and one prominent corporation, the 
General Motors, split its stock three times. In one case, that 
of the Texas and Pacific Land Trust, the certificates of bene¬ 
ficial interest were split in December 1926, 100 to 1. 

Purposes of Splits- -As already stated, the main put pose of 

the stock splits was to bring the market price of each share 
into a lower price range. This action is almost invariably in¬ 
terpreted by the corporation itself not as a means of price ad¬ 
justment, but rather as a means of securing a wider distribution 
of the stock. rr But the motive is the same. As stated in an 

rr Fichtenbaum and Dolley T6 received 36 replies to the question asked 
directly of the corporation concerning the main purpose of the split. Of these 
33 replied that the main purpose was to secure greater marketability and there¬ 
fore a wider distribution of the shares. As 36 replies in response to 88 in¬ 
quiries were received, it is probable that no answer was made if the purpose 
was less laudable ; also in the replies received, it is probable that if some 
hidden motive, such as obscuring the large earnings, or avoidance of rate agi¬ 
tation, had been the dominating purpose, the more obvious and apparent pur¬ 
pose would have been given in the replies to the questionnaire. Nevertheless, 
after due consideration'has been given to these limitations, it is highly prob¬ 
able that the purpose of reducing the price range and thereby securing a wider 
distribution of the shares among investors was the chief motive for stock splits 
during the decade of 1921—1931. 

The authors just cited included in their questionnaire to 88 corporations an 
inquiry in regard to the effect of the split on the distribution of stock. There 
were 38 specific replies. The following table epitomizes the result for the 
cases involving the largest number of shareholders. The results cannot be 
accepted at their full face value. Many other factors, especially during a 
rising stock market, may have operated to increase the number of stockholders. 
The table is very interesting and is reprinted in part. 





Number of 

Number of 

Number of 



Date of 

Shareholders 

Shareholders 

Shareholders 

Corporat ion 

Split Ratio 

Split 

Just Prior 

Six Months 

One Year 




to Split 

after Split 

After Split 

Air Reduction. 

3 -x 

19x8 

3.500 

3 . 5 oo 

3 .QOO 

American. Bank Note. • 

5-1 

* 9*5 

3.051 

.... 

3,454 

American Brake Shoe. . 

4-1 

1937 

1.098 

.... 

3,339 

American Ice . 


X937 

600 

3,000 

3,000 

American Snuff. 

4—1 

1939 

3, i 76 

3,61 3 

3,083 

Borden .. 

. . a—1 

I 9 *S 

4.367 

.... 

4,805 

Borden .. 

- . 3—1 

1939 

1 0,07 5 

13.523 

30,560 

Canadian Pacific . 

4-1 

1930 

63,000 

73,000 

75,ooo 


71 Op. cit. 
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earlier paragraph, a stock selling between $30 and meets, 

in the opinion of the writer, the conditions of the golden mean; 
and if the split brings the price of a stock within this range, 
there is immediately engendered an increased or wider distri¬ 
bution of the shares.® 8 


Number of Number of Number of 




Date of 

Shareholders 

Shareholders 

Shareholders 

Corporation Split Ratio 

Split 

Just Prior 

Six Months 

One Year 




to Split 

after Split 

after Split 

Chesapeake & Ohio. 

4—1 

1930 

7,^58 

9,482 

1 1 ,549 

Columbia Gas & Electric. . 

2/^-1 

1929 

2 1,68 1 

26,8 1 7 

36,72 1 

Commercial Solvents .... 

1 O—I 

1 929 

1,200 

8,000 

12,000 

Cudahey Packing . 

2—I 

1 926 

1,486 

2, r 54 

2,292 

du Pont . 

2— r 

1926 

4,586 

6,092 

6,863 

du Pont . 



8,374 

17,610 

26,548 

General Electric . 

4—1 

1927 

49,882 

78,320 

1 07,062 

General Motors. 

2—1 

1927 

33,789 

49,631 

48,47 1 

General Motors. 

2^2-1 

1929 

48, 169 

1 92,306 

176,693 

Inter. Business Machine. 

3 —i 

1926 

1 ,400 

1,650 

2,850 

Libbey-Owens-Ford Glass 

4—1 

1 929 

1,850 

2,835 

3,030 

Lima Locomotives . 

2— 1 

1922 

550 

1 » 1 7 4 

1,200 

Ohio Oil. 

2—1 

1930 

8,281 

25,368 

26,500 

Pacific Gas and Electric. . 

4—1 

1 926 

1 3,308 

* 5,794 

* 6,5 1 3 

Public Service Corp. 

2—1 

1923 

2,370 

2,567 

2,834 

Public Service Corp. 

3 -i 

1926 

8,452 

11,1 48 

1 3,620 

Russia Insurance . 

4—1 

1 922 

1 9 

1,227 

i, 5 i 7 

Rossia Insurance . 

2 5^ — 1 

1929 

1,250 

2,902 

2,708 

Sears Roebuck . 

4—1 

1 926 

5,630 

7,888 

8,025 

Texas Gulf Sulphur. 

4—1 

1 926 

1,950 

5.300 

8,500 

Tide Water Oil. 

4-1 

1925 

3,120 

3,294 

1,560 

United Fruit . 

2 ^2-1 

1 926 

20,723 

23,685 

24,497 

E. W. W ool wort h. 

2/2-1 

1929 

I 0,878 

19,416 

25,61 3 


■■ Fichtenbaum and Dolley 7 ® found that go out of 103 split-ups studied rep¬ 
resented stocks selling at more than $100 a share before the split ; 63 out of 
the group were selling at more than $150 a share. On the other hand, after the 

split had been made, the price of the new stock-as determined by the old 

selling price divided by the split ratio-ranged between $25 and $75- This is 

shown briefly by the following table taken from their study : 


Range of Market 

Prices* Prior to Number of 

Split-up Tlivided by Stocks 

Split Ratio 

$ 10—$ 25 5 

$ 25-$ 50 30 

$ 5 o—$ 75 28 

$ 7 5~$ioo . 23 

$100—$125 S 

$i25-$i50 o 

$150-$1 75 3 


Per Cent of 
Total Number 


4.0 

37-8 

27.2 

22.3 
4 9 
o. o 
2.0 


Total . 103 100.0 

* The preference for having shares priced from $25 to $100 is 
quite evident. Of the 103 stocks, the lowest-priced share following 
split-up was that of the Tobacco Products Company which was re¬ 
duced from a price of 95^ to about 1 o Mi by a five-for-one split. 

The highest-priced share following split-up was that of E. I. du Pont 
de Nemours and Company which was reduced from 320 to about 160. 

Fogg 77 found that the average price of 50 stock splits was $57 a share 
immedia tely after the split,—practically agreeing with this tabulation. 

Op. dt. 

17 Op. cit. 
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Other motives were undoubtedly present in many cases. 
As many pools operate in the New York Stock Exchange listed 
stocks during a rising market, it is quite probable that splits 
are arranged largely to push up the stock prices on the expecta¬ 
tion-usually justified-that the market speculators will assume 

that news of the intended split will force up the market price 
during the period immediately before the division of the old 
stock becomes operative. Another purpose, present in many 
cases, is the desire to obscure from the public the large earnings 
obtained by the corporation and the presumptive high prices 
charged for its products . tx With this in mind the corporation 
officials preferred to pay a small dividend on a large number of 
shares rather than a large dividend on a small number. And 
it is true that the actual dividend money disbursements after 
the split, in the majority of cases, exceeded the dividend pay¬ 
ments on the old stock. uu This motive undoubtedly led to the 
great number of bank and insurance company stock splits. 
Allied with this motive, in the case of railways and public utili¬ 
ties, was the fear that as the rate of dividend was increased 
attention would be drawn to the apparent success of the com¬ 
pany and a popular agitation for a reduction of rates would 
thus be encouraged. But after all has been gleaned from the 
reports of directors and corporation officials and from inter- 

W. H. Wooclin, then president of the American Car and Foundry Com¬ 
pany and later Secretary of the Treasury of the United States, stated as fol¬ 
lows in a letter to the stockholders of the American Car and Foundry Com¬ 
pany explaining the reasons for the split of 1925 : 

“Consumers are prone to assume that a company that can maintain a 12% 
dividend rate on its common stock can afford to sell its product at a lower 
price than its competitors less fortunately situated—and can also afford to 
wait longer for payment for its product.” 

uu Fogg 78 found that out of 50 cases studied the split was followed by an 
increase of dividend payments in 30 cases. This was an increase in 60% of 
the cases. In 16 cases there was no change in the money disbursement and in 
one case only was there an actual decrease. The other three cases were special 
instances without general significance. 

Fichtenbaum and Dolley™ found that out of 166 cases studied, the split was 
followed by an increase of dividend payment in 96 cases. This was an increase 
in 58% of the cases, a result almost identical with that of Fogg. In 52 cases 
there was no change in the money disbursement and in 11 cases there was an 
actual decrease. In the other seven cases no dividend was paid before or after 
the split. 

78 Op. cit. 

Op. cit. 
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views granted to financial writers, the fact remains that the 
motives in every case were mixed. ^Corporation actions are 
contagious. And during the period from 1921 to 1930 it was 
the fashion for all corporations, enjoying apparent success, to 
split their stocks. This is, perhaps, the most that can be said. 

Effect of Split on Stability of Price.-It has been alleged, 

quite often, that one effect of the split is to bring about great 
stability in the price level of the stock. There is no reason 
suggested to explain whether this greater stability is due to the 
lower price level or to the greater number of stockholders. This 
allegation is very difficult to prove because of the great number 
of factors and special circumstances that affect each case. With 
this in mind, Fogg 80 attempted to compute the relative stability 
of the stock prices before and after the split. His investigation 
was quite elaborate and checked against the relative stability 
of stock prices in general. As a result of this study he shows 
that the prices of the split stock have a stability greater by about 
1 5*/^ than that of the prices of the stocks before the split. That 
is, the split tended to reduce the average fluctuation of the price 
of the shares to 84.2% of the fluctuation in price before the 
split. The result of the statistical study is therefore in accord 
with the general understanding. vv 

vv This study involved a careful computation of the relative fluctuations in 
price of 50 stocks during 15 or 20 months before the split, and the comparison 
of this with the relative fluctuation of the same stock during 15 or 20 months 
after the split. The following extended quotation from Fogg’s study gives 
his analysis of the approach to the problem and explains his statistical methods. 
As this study is quite original of its kind, the passages are quoted at some 
length. 

“In selecting price data the average of the high and low for each month 
were taken as representative. This does not, of course, take account of the 
relative volume of transactions at each price point, but such information and 
computations would not be feasible of investigation. It was found that the 
monthly data for the period selected gave almost identically the same results 
as the weekly data for the same period ; so calculations on a weekly basis were 
not deemed necessary. In addition, the fifteen- and twenty-month periods 
were long enough before and after the split-up to insure against any temporary 
influence of anticipating the split on the market vitiating the results. 

“The standard deviation of the price series was selected as the best measure 
of the stability of that series. This statistical measure, in a few words, rep¬ 
resents the average deviation of the prices in the series from a straight line 
fitted to this series by the method of least squares. It is apparent that the 

*° Op. cit . 
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Effect of Split on Price-The effect of the splits on the 

price of the shares is perhaps more difficult to decipher. The 
studies of the writers already quoted indicate that the prices 

of the new stock after the split-after applying, naturally, the 

split ratio-were higher than the prices of the stocks before the 

ideal condition, of an absolutely steady rate of increase, would be represented 
by a straight line, and that the average, or standard, deviation from this line 
would be zero, whereas, the wider the fluctuations above or below this line, 
the greater the average deviation. Thus, if a series of standard deviations are 
obtained, by comparing them, an idea can be gotten as to the degree of varia¬ 
tion of the prices during the period covered. 

“First, then, the standard deviation of the price over a period of 20 months 
(or 15) before the split-up was calculated. Then a similar figure was found 
for a lilce period after the split-up. In this form these figures are not yet 
comparable, since they are computed for different levels of price. A standard 
deviation of 5 for a $500 price level would indicate far less relative variation 
than a deviation of 5 for a $50 stock:. This influence of price level was re¬ 
moved by dividing each by the average price for the period it represented, and 
the resultant figures were then comparable. If,, as in the case of Abitibi 
Rower and Paper, the index is 5.31 before and 6.96 after, the conclusion is that 
the price was somewhat less stable after the split-up than before. 

“A comparison of these two indices, however, does not indicate the influ¬ 
ence of the split-up alone. General market conditions have an important effect 
on nearly all stocks. If the market happened to be very inactive before the 
split-up and to fluctuate widely during the period after, the prices of the par¬ 
ticular stock would tend to be influenced accordingly. Consequently, it was 
deemed necessary to use some means to remove this market influence. The 
Dow-Jones industrial stock averages were taken as representative of general 
market conditions, and standard deviations calculated for corresponding 
periods both before and after for each individual split-up. These figures indi¬ 
cated the movement erf the market during the period covered for each stock, 
and by dividing the standard deviation of the Dow-Jones during the same 
period, an index of the fluctuation of the stock was obtained which was rea¬ 
sonably freed of the market influence. It is realized that this removal of 
market influence is far from perfect, but some such proceeding is necessary, 
and, in comparing changes before and after splitting, the evidence of relative 
change due to this split will appear in the resultant indices. 

“After carrying through the above calculations, two indices of variation 
for each stock were obtained, one before splitting and one after ; as illustra¬ 
tion, these indices for Abitibi are 2.25 and 2.18, respectively. By dividing the 
first by the second, a single figure was obtained which might be called an index 
of the effect of the stock split-up on the variation in price, in which 100% rep¬ 
resents no change, all percentages above 100% indicating greater price fluctua¬ 
tion after splitting, and those less than 100% a smaller variation after. 

“An analysis of these price variation indices will now be made to determine 
the general effect of a split-up on price stability. 

“These indices range from 20.5% to 462.7^7. Since these indices are ex¬ 
pressed in percentage form, an equal numerical distance on either side of the 
100% level does not represent an equal change in degree of variation. Actu¬ 
ally, an index of 200% represents the same relative increase in variation as is 
the decrease represented by a 50% index. By plotting the indices on a semi- 
logarithmic scale chart, the true relationship is graphically illustrated and 
equal arithmetical distances above and below the 100% line do represent equal 
degrees of change in the variation factor. 
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split in the great majority of cases. ww But splits almost in¬ 
variably occur during periods of rising prices, so that such a 
result is naturally to be expected. Furthermore, it is impossible 
to delimit the periods to be used as tests. Ordinarily, the mar¬ 
ket price of a stock rises before or immediately following the 
announcement of a split. It falls as a result of a sudden in¬ 
crease in the actual number of shares available for trading 
purposes ; so that the price of any stock to be split is raised, that 
of the split stock is depressed. To counterbalance this effect, it 
would be necessary to take the price of the stock some time 
before the split, and the price of the split some time afterward. 
But such a long space would introduce so many other factors, 
both with respect to the individual stock and the whole stock 
market, that it would be nonsense to attribute any difference 
between the two sets of prices to the effect of the split. The 

“The extreme indices, at either end of the scale, are about the same distance 
above and below the 100% or no-change level, indicating that, as far as ex¬ 
treme items are concerned, the split caused about as large an increase in the 
price variation as it did a decrease. However, it may readily be seen that in 
32 of the cases, 65.3%, the effect of the split-up was to decrease the price 
variation, while the other 17, 34-7%, increased. 

“It is interesting to investigate somewhat further the distribution of these 

data on price variation. Fourteen equal class intervals* were set up-seven 

above and seven below the 100% level, covering the whole range of indices, 
and the number of items within each group noted. The distribution is rather 
unusually close to a normal distribution, considering that only 49 items are 
included. (Price data was lacking in one of the 50 cases.) This indicates 
that enough cases were taken to make the results of some significance, repre¬ 
senting in a large measure what may be expected of all stock split-ups. 

“The median figure of this group, taken as being the most representative 
of the average, is 84.2. The price split-up, then, tended to reduce price varia¬ 
tion, on the average, to 84.2(70 of its level before splitting. Furthermore, if 
only the interquartile group of indices, or the middle 50%, is considered, the 
range of variation either side of the median is reduced to the limits of 56.9 
and 121.1. This greatly narrows down the range, and it is seen that, for half 
of the items, the split-up had the effect of changing the stability of the price 
between the limits of reducing it to nearly one-half its former level, or in¬ 
creasing it only 20%. This lends further weight to the evidence that stock 
split really does reduce the price variation somewhat, on the average by about 
15%, that greater stability is obtained in the majority of cases.” 

* The class intervals, to represent actual equal changes in price variation, were arrived 
at by scaling off equal arithmetical distances along the log scale, and reading off the log 
scale limits of class intervals in percentages. 

ww Considering the results in 95 cases, Kichtcnbaum and Holley* 1 found 
that in 57- instances there was an immediate enhancement of price ; in 26 cases 
there was a fall in price ; and in 12 cases there was no apparent effect. 

Hl Op. cit. 
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most that we can say is that the available evidence would indi¬ 
cate that probably the splitting of a stock tends to enhance its 
market price. 

Reverse Splits. -The principles discussed regarding the 

split-up of stocks have a reverse application. 82 The General 
Motors Corporation split its common stock in the ratio of io 
to i in 1920, changing the par value from $100 a share to no- 
par value. From 1921 to 1924 the earnings and dividends 
were disappointing and the stock was quoted as low as $8.12 
a share. Accordingly, in 1924 the directors authorized a “re¬ 
verse split , 99 that is, a combination of shares, whereby the stock¬ 
holders surrendered their old shares and received 1 new share 
for each 4 previously held. xx The purpose, obviously, was to 
build up a value for the shares which was thoroughly respect¬ 
able. And the new stock rose to $149 a share in 1925. 

This plan of building up a value for the stock, when the 
market falls to a few dollars a share, is just as logical and eco¬ 
nomically sound as the split-up of shares when the market price 
gets unusually high. But it is against human inclination. In 
1932 a large proportion of the stocks quoted on the leading 
exchanges fell to prices below $20 a share, and a considerable 
proportion to prices below $10 a share. Yet there were com¬ 
paratively few reverse splits. Had this been done, the stocks 
would have been better collateral at the banks. But corporation 
officials dislike to face the truth when the realities are unpleasant. 
They preferred to attribute the low quotations of securities to 
general conditions rather than to a deflation of the fundamental 
value of their corporate shares. The reverse split would have 
been an acknowledgment of the previous era of overvaluation ; 
and this acknowledgment they were reluctant to make. 

” It should be added to this account that in the following' years the General 
Motors was very successful in its earnings and liberal in its dividends. Ac¬ 
cordingly, in 192y, it split the stock 2 to 1 and in 1929 2^ to 1. So that a 
stockholder in 1929 actually had more shares than he had before the “reverse 
split” of 1924. 83 

82 The financial writers appreciate the tempo of the time. During: the depression there 

appeared in the New York Times Annalist an article by Madden, J. entitled Present 

Financial Situation Calls for Reversal of Stock Split-Up Movement. 38 Annalist 36a. 

83 For details, see Poor’s Manual of Industrials. 



CHAPTER 4 


THE ATTRIBUTES AND FORMS OF CAPITAL 

STOCK 

The Fundamental Rights of Stockholders _Turning now 

from the consideration of the fundamental nature of capital 
stock, we are confronted immediately with two very significant 
attributes which adhere to it as attributes of ownership. One 
of these is the right of management and the other is the right, 
as residual legatee, to the tangible and intangible property rights 
of the business. Both of these rights, however, are relative. 

The Right of Management. -Two matters seem to be para¬ 

mount in considering the rights of holders of capital stock to 
manage the corporation. The stockholder has a fundamental 
and implicit right to elect the directors to the corporate enter¬ 
prise ; and, again, he has a fundamental and implicit right to 
surrender or restrict this right. In other words, the owners of 
capital stock direct the corporate affairs through their represen¬ 
tatives unless they consent to surrender this right. 11 The concept 

* Such broad assertions, necessarily stating summarily certain general 
legal principles, are subject to exceptions based on the simple fact that cor¬ 
poration law arises from the interpretation of forty or more state constitu¬ 
tions. For example, the constitution of Illinois 1 specifically provides that 

every stockholder shall have the right-apparently an inalienable right—to 

vote for directors. In a leading case, 2 the Supreme Court of the state re¬ 
fused to sanction an amended certificate of incorporation which denied to 
certain stockholders the right to vote. On the other hand in Missouri and 
Alabama, the language of the constitution seems to prohibit the alienation 
of voting rights by contract, but courts have thought otherwise. 3 Similarly, 
voting trusts are permitted by the laws of most states on the ground of 
financial expediency, but the courts in a few instances have set them aside on 
the ground of public policy/ On the other hand, the Supreme Court of Texas 
when specifically asked whether non-voting stock was against public policy, 

1 In all elections for directors or managers of incorporated companies, every stock¬ 
holder shall have the right to vote . . . Art. 11, Sec. 3. 

a People v. Emmerson, 302 Ill. 300 (1922). See 17 Ill. L. Rev. 138. 

8 State of Missouri v. Swanger, 190 Mo. 561 (1905) ; Randle v. Winona Coal Co., 

206 Ala. 2^4 (1921); and Howe v. Roberts, 209 Ala. 80 (1923). 

* Even in New York, 247 N. Y. .290. 
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of the shareholder as the owner of a right to participate in the 
purpose for which the corporation exists involves, as a necessary 
postulate, the responsibility for carrying out this purpose. b And 
the only way in which the stockholders can accomplish this pur¬ 
pose is through their representatives, the directors. 0 Just what 
legal relation persists between the directors and the stockholders 
has afforded considerable controversy in the courts ; d in fact, 

answered unequivocably “No.” * And the Supreme Court of California went 
out of its way to assert that “Neither is it illegal or against public policy to 
separate the voting power of the stock from its ownership.” ° 

b There is a very interesting Delaware case which illustrates voting right 
as a necessary postulate of stock ownership. A corporation issued no-par 
common stock with the provision “that the sole voting power shall reside in 
the holders of the common stock,” and took away the voting right from the 

preferred stock-to which the preferred shareholders at the time agreed. 

Subsequently, a stockholders* meeting was held at which the preferred share¬ 
holders sought to vote, contending that the voting common stock had been 
issued in violation of a technicality in the Delaware statute. The Court held 
that the common stock was illegally issued and “there being no common stock 
that can vote, and if the preferred stock cannot vote, the stockholders are 
without power to function and no one can have authority to direct its affairs 
except as dc facta officers. Those who happen now to be in control of its 
operations would enjoy the rights of squatter sovereignty in perpetuity, with 
no power in the corporation’s only lawfully recognized stockholders to remove 
them. Since all corporations are but the fictitious alter ego of the corporate 
membership, it would be an anomalous situation if among those whom the 
law recognizes as being the owners of the corporate creature, none could 
expre^S a voice in its management and ultimate control. This would be so 
absurd, that if any sensible interpretation can be given to the words defining 
the voting rights of stock which would avoid it, such interpretation should 
unhesitatingly be accepted. . . . Until the stock which is vested with ex¬ 
clusive voting power is lawfully outstanding, reason as well as the necessity 
of the case suggests that the outstanding preferred stock should exercise the 
normal right to vote which generally inheres in corporate stocks.” 7 

c One should note in passing that the relation between the stockholders and 
the directors described in this discussion pertains only to the legally organized 
corporation. In the association or Massachusetts trust described at the close 
of this chapter, the trustees are all self-perpetuating and are not elected by 
the stockholders. 

d The following obiter dictum from the high court of New York state 
seems to summarize the situation without being too categorical : ‘The pre¬ 
rogatives and functions of the directors of a stock corporation are sufficiently 
defined and established. The affairs of every corporation shall be managed 
by its board of directors, subject, however, to the valid bylaws adopted by 
the stockholders. In corporate bodies, the powers of the board of directors 
are, in a very important sense, original and undelegated. The stockholders 
do not confer, nor can they revoke these powers. They are derivative only 
in the sense of being received from the state in the act of incorporation. The 
directors convened as a board are the primary possessors of all the powers 


5 T17 Texas 313 <1928). 

• Smith v. Sail Francisco R. Co.. 1 15 Cal. 58a (1897). 

T Rice and Hutchins v. Triple Shoe Co., 147 Atl. 3x7 (1939). 
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the whole problem of translating the relations necessarily per¬ 
sisting between the corporation as a pragmatic reality perform¬ 
ing its functions in a financially organized society and the human 
individuals who move and have their being in this reality resem¬ 
bles the great Serbonian bog where whole armies of jurists have 
sunk. The simple and outstanding fact is that the director 
represents the stockholder in carrying out the practical adminis¬ 
tration of the corporation’s business. Nevertheless, me law is 
quite clear that the stockholder cannot instruct and compel his 
elected director to take a specific action. 12 And thus the rela¬ 
tionship of principal and agent is inappropriate. The whole 

which the charter confers, and like private principals they may delegate to 
agents of their own appointment the performance of any acts which they 
themselves can perform. The recognition of this principal is absolutely neces¬ 
sary in the affairs of every corporation whose powers are vested in a board 
of directors. 8 All powers directly conferred by statute, or impliedly granted, 
of necessity, must be exercised by the directors who are constituted by the 
law as the agency for the doing of corporate acts. In the management of 
the affairs of the corporation, they are dependent solely upon their own 
knowledge of its business and their own judgment as to what its interests 
require.® While the ordinary rules of law relating to an agent are applicable 
in considering the acts of a board of directors in behalf of a corporation 
when dealing with third persons, the individual directors making up the board 
are not mere employees, but a part of an elected body of officers constituting 
the executive agents of the corporation. They hold such office charged with 
the duty to act for the corporation according to their best judgment, and in 
so doing they cannot be controlled in the reasonable exercise and performance 
of such duty. As a general rule, the stockholders cannot act in relation to 
the ordinary business of the corporation, nor can they control the directors 
in the exercise of the judgment vested in them by virtue of their office. The 
relation of the directors to the stockholders is essentially that of trustee and 
cestui que trust.” 10 

And again from the New Jersey Court : “Individual stockholders cannot 
question, in judicial proceedings, the corporate acts of directors, if the same 
are within the powers of the corporation, and, in furtherance of their pur¬ 
poses, are not unlawful or against good morals, and are done in good faith and 
in the exercise of an honest judgment. Questions of policy of management, 
of expediency of contracts or action, of adequacy of consideration not grossly 
disproportionate, of lawful appropriation of corporate funds to advance cor¬ 
porate interests, are left solely to the honest decision of the directors, if 
their powers are without limitation or free from restraint. To hold other¬ 
wise would be to substitute the judgment and discretion of others in the 
place of those determined on by the scheme of incorporation/* 


8 Hoyt v. Thompson’s Executor, 19 N. Y. 30 7, 216. 

® Beveridge v. New York Elevated R. R. Company, na N. Y. x. 

10 Manson v. Curtis, 223 N. Y. 313 (1918). 

11 Ellerman v. Chicago Junction Railways and Union Stockyards Co., 49 N. J. Eq. 
217, 23 Atl. 287 . See also JPost v. Buck’s Stove Co., 200 Fed. 918. 

13 See Paducah v. Robertson, 161 Ken. 485 (1914); Pollitz v. Wabash R. R., 207 
N. Y. 1 13; and particularly Manson v. Curtis, 223 N. Y. 313 (1918), case quoted in a 

preceding note. 
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attempt to formulate a legalistic theory of fiduciary relationship 
is merely an attempt, I believe, to translate into legal formulae 
the moral idea of responsibility. And responsibility, to the man 
who feels it, is not made clearer by legal subtleties. If he does 
not feel it, these legal subtleties are humorously innocuous. 

Much has been written concerning the indecisive manner in 
which the courts have sought to apply the principle of trustee¬ 
ship to the relation between stockholder and director. But as a 
practical matter, it is impossible to formulate into exact juristic 
terms the relation between a man and his representative. The 
same difficulty exists between the voter and his legislative repre¬ 
sentative. The history of democratic governments from Greece 
before Bisistratus to the present time shows how difficult it is 
impartially to formulate the basis of relationship between the 
inhabitant of a state and his chosen representative in its legisla¬ 
tive tribunals. Does the representative represent only those who 
chose him, or does his membership in the tribunal absolve him 
from a specific loyalty to his own constituents and make him 
loyal only to the state, in contrast to its citizens? And suppose, 
as often happens, the interests of his own constituents are op¬ 
posed to those of the citizens of the state as a whole, where does 
his loyalty lie? And is the representative to use his own judg¬ 
ment and that inarticulate thing called “the dictates of his own 
conscience/’ or is he to follow blindly the pre-election instruc¬ 
tions of his constituents? Every one of these questions finds 
its analogue in the relations between the stockholders and the 
directors. 

Innumerable instances exist in which the directors have failed 
in their obligations both to their stockholders and to their corpo¬ 
ration-and we may add to society as well. And many of these 

instances have reached the publicity of the courts and the public 
press. But there are thousands and thousands of corporations 
the country over in which the directors understand with simple 
Anglo-Saxon practicality what the idea of representation in¬ 
volves ; they need observe no subtle legalistic distinctions in 
order to carry on the actual business of the corporation to the 
satisfaction of their stockholders. Were this not so, the corpo¬ 
ration would cease to perform its functions in this modern 
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world of ours. In fact, directors of business corporations the 
country over carry out the purposes and obligations of represen¬ 
tation of the stockholders in the management of the corporate 
enterprises, with apparently greater success and greater moral 
approbation than the people’s representatives direct the political 
corporations. Representative government is at least 26 cen¬ 
turies old ; the business corporation, in the sense in which we are 
describing it here, is hardly a century old. 13 

Stockholders’ Intangible Property Rights -The other set 

of rights inhering in stock ownership are the rights of the stock¬ 
holders, as residual legatees, to the intangible and the tangible 
property rights of the business conducted by the corporation. 
The tangible property rights of the shareholders pertain to their 
claims to earnings and assets ; it is a consideration of these 
claims that constitutes a large part of corporation finance. But 
the intangible property rights are much more difficult to formu¬ 
late ; they are certainly three in number-the right to participate 

in future stock issues, the right to stop the use of the property 
of the corporation for purposes for which it was never intended 
and the right to a knowledge of its financial affairs. These 
intangible rights in the property of the corporation may be as¬ 
suming new and varied meaning under changing economic, 
social, and legalistic conditions but it is well to understand their 
impl icat ions. 

Stockholders’ Preemptive Rights. -A corporation may ac¬ 

quire a surplus in the course of its business, or build up a surplus 
out of the accumulation of annual earnings. This belongs di¬ 
rectly to the corporation and indirectly to the stockholders-in 

proportion to the number of shares held by each. Suppose that 
the directors of the corporation with a surplus wish to sell new 
stock. If this new stock is sold for less than the proportionate 

value-that is, the total net property of the corporation (after 

provision for debts) divided by the number of shares-then the 

old shares will lose something of their value. The corporation 
will receive for each new share an amount less than the value of 

13 For extended discussion of certain phases of subject, see Spellman, IT. K., Corporate 
Directors (I 93 1 )- . All the legal treatises on corporation law have learned discussion on 
the authority, limitations, and restrictions of directors* and stockholders* powers. 
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the old shares ; yet when the transaction is consummated, all 
shares, new and old, will have equal rights to the corporate 
property. Obviously, to buy this new stock is a valuable right, 
inherent in the ownership of the old capital stock of the corpora¬ 
tion, and the shareholders have the right to exercise it in spite 
of any action of their directors. This is called the preemptive 
right; it may be surrendered by the stockholders to the corpora¬ 
tion 0 or it may be assigned by any stockholders, or it may be 
lost by the implications of the contract under which it is issued. 
Thus preferred stock is limited in its claim on the assets of the 
corporation to the par value or any other amount and the accrued 
dividends. Although often disregarded, the preemptive right 
is nevertheless a right inherent in stock ownership/ 

In IQ2Q the Procter and Gamble Company authorized a “split-up” of its 
stock in a ratio of 5 to 1. Attached to the approval by the stockholders of 

their split-up-a move to be interpreted by the stockholders as very much to 

their advantage—-the corporation received from the stockholders the release 
of their preemptive right to subscribe to 250,000 shares of the new or split 
stock. And, having secured the release of this right, the directors forthwith 
sold 150,000 shares to a banking syndicate. 

r In this discussion the right to buy new stock is looked upon as a right 
inherent in the property right of stock ownership. Berle 14 seems to think 
that “the corporation usually appears to have the right to issue such new 
stock to any person willing to buy it,” and that the obligation to offer new 
stock to old stockholders proportionately is an obligation imposed upon cor¬ 
poration managers by courts on the grounds of fair dealing, one of the several 
instances in which the equity court transcends the strict legal conceptions of 
corporation law. “The fundamental consideration is that it is unconscion¬ 
able to shift the proportionate strength of stockholders without giving them 
an opportunity to maintain their position by appropriate purchase.” 10 A study 
of the series of cases beginning with the first one of importance back in 1807™ 
does not seem to indicate unanimity of opinion. Sometimes the decisions 
state specifically that the stockholder has an implied right to subscribe to 
the new stock. Thus one legal pronouncement runs : “A share of stock is a 
share in the power to increase the stock, and belongs to the stockholders the 
same as the stock itself. % . . We are thus led to lay down the rule that a 
stockholder has an inherent right to a proportionate share of new stock issued 
for money only and not to purchase property for the purposes of the cor¬ 
poration or to effect a consolidation, and while he can waive that right, he 
cannot be deprived of it without his consent . . . ” 17 

In other instances, the courts grant the stockholder the right over the 


Berle, A. A., Jr., Studies in the Law of Corporation Finance, 46, a (1028I 
Ibtd ., page 47* note. 6. 

** Cray v. Portland Bank, 3 Mass. 364 (1807). 

* T Stokes v. Continental Trust Co., 186 N. Y. 285 (1906). See also a long list of 

similar decisions: Re Wheeler a Abb Pr (N. S.) 361; Way v. American Crease Co., 60 
N. J. Eq. 263; Currie v. White, 45 N. Y. 822; Jones v. Concord R. R., 67 N. H 110* 
Morris v. Stevens, 178 Pa. St. 563; Erdman v. Bowman, 58 Ill. 144. Also “This pre¬ 
sumptive right of the shareholders in respect to new stock is well recognized “ Cook on 
Corporations, Vol. 1, 286 (4 th ed.) Also Dwight, Right of Stockholders to New 

Stock, 18 Yale Law Jour. 101 (1908). Morawetz, V. f Preemptive Rights of Shareholders, 
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Ultra Vires -The second intangible property right men¬ 

tioned above belonging to stockholders is the right to prevent 
the use of their corporate property for purposes for which it 
was not intended. This is largely theoretical at the present time, 
but historically and in theory, it is important. Every corporate 
charter states the kind of business or series of businesses in 
which the corporation may engage or perhaps, from a different 
angle, in which the directors may hazard the corporate property. 
To carry on this business, and this business only, was the intent 
of the original stockholders and their successors, clearly ex¬ 
pressed as the purpose for which they pooled their funds. To 
use the property for other purposes is ultra, vires (using a 
common legal phrase). B 

During the earlier years of our corporation history ultra 
7nres proceedings were quite common, because the purposes for 
which charters were granted were usually stated in clear and 
unequivocal language, having at least some limitations. A busi¬ 
ness organized to spin cotton cloth could not by any subtlety of 
legal imagination be construed as one to manufacture coffins, 
although cotton cloth might be used in the coffins . 11 A railroad 
corporation charter specifying one route could not be used to 
build a road by a different route. Lately, however, with the 

will of the corporation-expressed by vote of directors and approved by a 

majority of the stockholders—as a matter of justice and social policy . 18 

K As expressed very cogently by Chief Justice Andrews of the Connecti¬ 
cut Supreme Court “It seems to be the settled law of America and England, 
that any act, or proposed act of a corporation, or of the directors, or of a 
majority of stockholders, which is not within the express or implied power 
of the charter of incorporation—in other words any ultra vires act—is a 
breach of the contract between the corporation and each of the stockholders ; 
and that consequently any one or more of the stockholders may object thereto, 
and compel the corporation to observe the terms of the contract set forth 
in the charter.” 18 

* “Trustees (directors) cannot by their vote and their act change the 
business of a corporation organized for the making of woolen or cotton 
goods, into a manufacturing of articles entirely different, although the busi¬ 
ness of the company may be named in the charter, in terms sufficiently general 
to include the substituted business.” ao 


42 Harv. Law Rev. 186 (1928L Frey, A. H., Shareholders’ Preemptive Rights, 38 Yale 
Law Jour. 563 (1929). See also an exhaustive study of certain aspects of the preemptive 
rights of stockholders in Briggs, L. L., Treasury Stock and the Courts, LVI Jour. Acc. 
17 1 (Sept. 1933). 

18 Luther et al. v. C. J. Luther Co., 118 Wis. 1x2; Wall v. Utah Copper Co., 70 N. J. 

Eq. 17. 

18 Byrne v. Schuyler, E. M., Co., 65 Conn. 336 (1895). 

30 Abbot v. Am. Hard Rubber Co. et al., 33 Barb. (N. Y. Supr. Ct.> 578 (1861). 
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competition of states to grant more and more liberal charters, it 
is customary for the charter drafters to make the provisions so 
broad that the corporation can do anything not specifically pro¬ 
hibited by statute, or public policy. True, it cannot import alien 
labor, or sell narcotics, or do things contrary to law and morals, 
but these prohibitions are not due to limitations of charter 
powers, but to public laws to which all citizens, living men and 
women, as well as corporations, must conform . 1 

Beyond these matters of public policy a corporate charter 
may be made so broad that possible ultra zrires proceedings would 
avail nothing. The stockholders have consented, by the broad 
purposes of the charter, to allow their directors to do anything, 
and therefore they have little countenance to object when the 

directors exercise this liberality and do anything-except abuse 

their privileges by using the corporate property for personal ad¬ 
vantage, whether or not fraud was involved. The well-known 
case involving the early history of exploitation of the Goodyear 
rubber patents illustrates this limitation. Certain directors en¬ 
deavored to reincorporate a small company in such a way as to 
enlarge the scope of its business. In so doing, they purposely 
or unintentionally acted to freeze out one of the directors. Court 
held ( i ) ultra vires, (2) “Transfer was a violation and an abuse 
of the power vested in the directors to manage the affairs of the 
company, for the benefit of the corporation. 99 21 

Another limitation on the power of the directors is that they 
may not give away the corporate property or use it for chari¬ 
table purposes. Probably the most celebrated case in which mi¬ 
nority stockholders sought to force the payment of dividends 
was that of the Ford Automobile Company, decided by the 

1 There is one very important phase of the limitation of charter powers 
to conformity to public laws which might affect even the existence of the 
corporation as such. If a court should find that the purpose for which the 
corporation was organized was illegal, there is the probability that the court 
would also find that the corporation had not really come into existence, for a 
legal purpose might well be deemed a necessary element in the corporation’s 
very existence. Were this the conclusion of the court, then the illegal cor¬ 
poration would in reality have been a partnership and the apparent stock¬ 
holders would be liable for the debts. 


» Abbot v. Am. Hard Rubber Co., op. citsupra. 
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higher court in 1919. 22 The circumstances leading to this de¬ 
cision as well as the direct finding were all matters of general 
comment. But the case turned upon the right of minority 
stockholders to restrict the activities of the majority directors 
to purposes for which the corporation was organized. The 
circumstances were these. 

When Ford organized his automobile company, he contrib¬ 
uted the idea and others the small amount of capital required to 
try out the idea. For this contribution his associates received a 
small minority stock interest. Among these minority stockhold¬ 
ers were John F. Dodge and his brother who, while minority 
stockholders of the Ford Company, manufactured the compet¬ 
ing Dodge Brothers automobile. 

The Ford Motor Company was very successful and although 
it declared and paid enormous cash dividends on the small orig¬ 
inal capital, these cash dividends were as nothing compared with 

either its profits or its assets. The earnings of the year 1915- 

over which the litigation occurred-were very large, upwards 

of $50,000,000; yet a dividend of $1,200,000 was declared, less 
than that of the preceding year. With a capital stock of 
$2,000,000, the company had assets of over $132,000,000 (and 
an actual surplus of over $100,000,000). Of its assets over 
$50,000,000 were in cash or marketable securities. On the basis 
of past performance the court found that the company could 
look forward to a profit of upwards of $60,000,000 during the 
ensuing year. Yet the directors-actually, Henry Ford-re¬ 

fused to declare dividends. The excuse alleged by the Ford 
management was the execution of a great plan of expansion. 
They wished to duplicate the plant, and reach a production of 
1,000,000 cars a year in contrast to the then existing capacity 
of upward of 500,000 cars a year. They would build a great 
iron smelter at a cost of $11,325,000. About $14,000,000 
would be required for plant expansion. With this program in 

the immediate offing, the management-again Henry Ford- 

would conserve the company’s cash. The minority stockholders 
contended, outwardly, that this was unfair to them, and insinu- 


* 8 Dodge v. Ford Motor Company, 204 Mich.. 459 (1919). 
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a ted, by innuendo, that Ford was antagonistic to his minority 
stockholders and wished to punish them. 

The court paid no attention to these insinuations, nor did it 
give much credence to allegations of unfairness. The judge 
quoted at length legal decisions to support the accepted view that 
directors had absolute discretionary powers in the disposition of 

earnings-provided, of course, there was no fraud. And there 

was no fraud in this case. 

What concerned the court, however, was something differ¬ 
ent. Mr. Ford and his counsel overplayed their hand. In the 
course of his evidence Ford sought to pose as a world philan¬ 
thropist. Not only did he allege that he proposed to reduce the 
price of his car by $80 a unit, but he asserted that this reduction, 
although it might ultimately bring about additional profits 
through enlarged production, would certainly reduce the profits 
available to the minority stockholders. “My ambition,” said 
Ford, "is to employ still more men, to spread the benefits of this 
industrial system to the greatest possible number, to help them 
build up their lives and their homes. To do this we are putting 
the greatest share of our profits back in the business.” 

But the court said that such "sentiments philanthropic and 
altruistic, creditable to Mr. Ford, were not in accord with the 
purposes for which the business was founded nor for which 
the stockholders contributed their money. The difference be¬ 
tween an incidental humanitarian expenditure of corporate 
funds for the benefit of the employees, like the building of a 
hospital for their use and the employment of agencies for the 
betterment of their condition, and a general purpose and plan to 
benefit mankind at the expense of others, is obvious. There 
should be no confusion (of which there is evidence) of the 
duties which Mr. Ford conceives that he and his stockholders 
owe to the general public and the duties which in law he and his 
codirectors owe to protesting, minority stockholders. The 
powers of the directors are to be employed for that end.” 

Consequently, the court ordered the payment of dividends ; 
but in no wise implied that if the Ford management had, for 
business reasons and business reasons alone, carried on its policy 
of expansion there would have been any ground of criticism 
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from minority stockholders or courts of equity. It was not the 
investment of earnings in plant that was 'ultra, vires to the pur¬ 
poses for which the stockholders had originally contributed their 
funds, but the investment of earnings actual and potential in the 
carrying out of broad philanthropic purposes. 

Stockholders’ Right to Knowledge of Corporate Affairs.- 

The third intangible property right inherent in capital stock is a 
right to a knowledge of the property held by the corporation. 23 
It has become the custom of all large corporations to publish 
periodic statements of financial conditions. Many corporations 
of a public or quasi-public character are required by state or 
federal statutes to file for public use various financial reports. 
At the annual meeting of stockholders it is customary for direc¬ 
tors to present to stockholders a financial report to justify their 
custody and administration of the corporate estate. And the 
tendency among corporations everywhere, in which the body of 
stockholders is different in personnel from that of the directors 
and officers, is to publish more frequent and fuller reports. It 
is difficult, however, to define and circumscribe the information 
a stockholder might legitimately demand as a right inherent in 
the ownership of capital stock, because much information con¬ 
cerning corporate finance and general business policy is neces¬ 
sarily private. There is a series of judicial decisions growing 
out of a stricter interpretation of the fiduciary relation between 
director and corporation and director and stockholder which 
alleges that the knowledge of a corporation's affairs which a 
director or officer possesses, by reason of and by duty of his 
position, is the property of the corporation. This presumption 
has long held regarding banks ; and it could well be applied to 
large corporations, the ownership of which is widely distributed 
among the public. 24 

A conversation of Elbert H. Gary, Chairman of the United 
States Steel Corporation, on the occasion of the 1927 common 
stock dividend, has been frequently quoted. When the dividend 

“ For a. brief and illuminating discussion of certain legal phases of the subject, see 
Berle. A.. A., Jr., Studies in the Law of Corporation Finance, Chapter IX (19:28). 

** See discussion, Berle, A. A., Jr., Studies in the Law of Corporation Finance, 178 
(1928) . 
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was to be discussed, “all the directors and members of the Fi¬ 
nance Committee were present or invited to be present. . . . 
None had the opportunity to profit by inside or advance infor¬ 
mation. Our effort is to give all stockholders equal rights and 
opportunities. 99 25 

Yet many instances exist in which representatives of com¬ 
petitors have had shares of a corporation stock transferred to 
their name and then sought, on the ground of their rights as 
stockholders, to obtain valuable information for purposes inimi¬ 
cal to the corporation’s welfare. In spite of this risk, general 
public policy requires that corporations with widely distributed 
ownership disseminate among their shareholders the largest 
amount of information consistent with the general corporation 
welfare. And this obligation is becoming more widely recog¬ 
nized, especially since the depression following the boom of 
1929 has taught corporate directors that the loyalty of stock¬ 
holders, based on an intelligent confidence in the old-fashioned 
honesty of corporation directors, is one of the corporation’s 
most valuable assets. 

Stockholders’ Rights to Dividends. -Although the stock¬ 

holders are the owners of the corporation and as owners of the 
corporation are the dwners also of its assets, the whole theory 
of the legal corporate entity puts a barrier between the stock¬ 
holder and his corporate assets. Even when there are no cred¬ 
itors and consequently no superior claimants to the corporate 
property, the stockholders have title to the corporate property 
only through the corporation itself. This principle is funda¬ 
mental and has been invariably sustained by the courts. 

And it follows from this principle that the stockholders have 
no rights, simply as stockholders, to the specific assets of the 

corporation-nor any rights to its profits or surplus. In other 

words, the stockholders cannot force the payment of dividends. J 

J This is the accepted rule, and the only exceptions are cases in which the 
directors were trying to perpetrate a fraud on certain stockholders or else, 
as in the Ford case previously discussed, sought to use the corporate fund for 
purposes for which the corporation was not organized. 

Witness the following from well-known textbooks on corporation law : 

86 Wall Street Journal (February i i, 1927). 
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Yet there has grown up, beside the accepted doctrine, the obli¬ 
gation for the directors to deal fairly with the stockholders. 
They cannot withhold dividends in an arbitrary manner, 30 nor 
build up a surplus without reference to the real needs and perma¬ 
nent welfare of the corporation. k This is another admission by 
the legal fraternity that the great body of stockholders of a cor¬ 
poration are in truth, if not in legal theory, investors in the 
enterprise and not merely “joint adventurers/ ’ 

“Profits earned by a corporation may be divided among its shareholders ; 
but it is not a violation of the charter if they are allowed to accumulate and 
remain invested in the company’s business. The managing agents of a cor¬ 
poration are impliedly invested with a discretionary power with regard to the 
time and manner of distributing its profits. They may apply profits in pay¬ 
ment of floating or funded debts, or in development of the company’s busi¬ 
ness ; and so long as they do not abuse their discretionary powers, or violate 
the company’s charter, the courts cannot interfere.’’ 20 

“The board of directors declare the dividends and it is for the directors, and 
not the stockholders, to determine whether or not a dividend shall be declared. 

“When, therefore, the directors have exercised this discretion and refused 
to declare a dividend, there will be no interference by the courts with their 
decision, unless they are guilty of a wilful abuse of their discretionary powers, 
or of bad faith or of a neglect of duty. It requires a very strong case to 
induce a court of equity to order the directors to declare a dividend, inasmuch 
as equity has no jurisdiction, unless fraud or a breach of trust is involved.” 27 

And the cases are equally conclusive. 

“It is a well-recognized principle of law that the directors of a corpora¬ 
tion, and they alone, have the power to declare a dividend of the earnings of 
the corporation, and to determine its amount .” 28 

“Their power over them” (the gains of the business of the corporation) 
“is absolute as long as they act in the exercise of their honest judgment. 
They may reserve of them whatever their judgment approves as necessary 
or judicious for repairs or improvements, and to meet contingencies, both 
present and prospective. And their determination in respect of these matters, 
if made in good faith and for honest ends, though the result may show that 
it was injudicious, is final, and not subject to judicial revision.” 

k Even the law authorities quoted above for the general rule admit there 
are limits to the discretion of the directors. 

“The shareholders forming an ordinary business corporation expect to 
obtain the profits of their investment in the form of regular dividends. To 
withhold the entire profits merely to enlarge the capacity of the company’s 
business would defeat their just expectations.” ai This view was directly 
expressed in the recent Wabash decision regarding the rights of noncumu- 
lative preferred shares : 

44 . . . where there is arbitrary conduct by directors in withholding pay¬ 
ment of dividends, relief may be had against it in a court of equity.” 

ae 1 Morawetz on Corporations (and ed.). Sec. 447. 

87 Cook on Corporations (7th ed.'). Sec. 447. 

M Hunter v. Roberts, Thorp & Co., 83 Mich. 63, 71. 

Park v. Grant Locomotive Works, 40 N. J. Eq. 114 (3 Atl. 163, 45 N. J. Eq. 344, 
19 Atl. 621). Other early cases which establish this principle were as follows: St. John 
v. Erie R. R., 22 Wall. 136 (1875); TJn. Pac. R. R. v. U. S., 90 TJ. S. 40a (1879); 'Warren 
v. King, 108 U. S. 380 (1882) ; Chaffee v. Rutland R. R., 36 N. J. Eq. 233 (1882). 

•° Laurel Springs Land Co. v. Fougeray, 50 N. J. Eq. 756. 

91 1 Morawetz on Corporations (2nd ed.). Sec. 447. 
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Stockholders 9 Rights to Totality of Assets_The tangible 

or direct property rights of stockholders are obvious-namely 

the rights to the property in the corporate assets after the satis¬ 
faction of the claims of the creditors. But this introduces, at 
once, a distinction of some importance with reference to the 
totality of assets to which the common shareholders have rights. 

There is one type of capital or common stock that stands for 
the entire property of the business. The stockholders own 
everything. There are no preferred shareholders, no bond¬ 
holders, no short-term noteholders. For instance, observe the 
following simple statement of one of the largest and best known 
New England cotton mills : 


Balance Sheet 

Pepperell Manufacturing Company 


(June 30, IQ 33 -even 000) 


sissets 


Liabilities 


Plant. $13,331,000 

Depreciation . . . 5.732,273 

- $7,S99,ooo 

Cash . 1,210,000 

Accounts receivable. 2,321,000 

Inventories . 7,056,000 

Prepaid items. 226,000 


Accrued items 
Capital stock . 
Surplus. 


$ 18,41 2,000 


$22 1,000 
10,000,000 
8,191,000 


$ 1 8,412,000 


With the exception of a series of small items, accrued but 
not yet due, the common stockholders own the entire busi¬ 
ness. There are no creditors-bondholders, banks, or sellers 

of merchandise. Each share of stock represents, without quali¬ 
fications or limitations, one one-hundred-thousandth of the 
entire property of the business. There are no preferred 
shareholders with whom the common shareholders might 
•quarrel over explicit or preemptive rights; nor are there any 
contingent rights to dividends or earnings. In spite of its great 
size, the mill has the simplest of capital structure. 

The other type represents merely the margin of assets and 
earnings after the claims of a host of preferred stocks, bonds, 
debentures, and mortgages have been satisfied. In contrast 
to the utter simplicity of the capital structure of the Pepperell 
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Manufacturing- Company, just cited, consider the capital struc¬ 
ture of the top holding company of the Associated Gas and 
Electric Company. 


Balance Sheet 

Associated Gas and Electric Company 
(December 31, 1932—even 000) 


Assets 

Investments in subsidiaries.. $672,822,000 

(All these subsidiaries have 
securities of their own) 

Additional investments in se¬ 
curities of subsidiaries... 13,069,000 

Cash . 1,586,000 

Interest receivable . 261,000 

Suspense . 179,000 


$687,917,000 


Liabilities 


Accrued items. $4,104,000 

Accrued interest. 4,714,000 

Interest unclaimed. 193 ,ooj 

Bonds . 261,000,000 


Debentures (convertible into 

stock at company’s option) . 95,204,000 

Reserve for contingencies... 50,000,000 

Share capital-shares 
Preferred. (no par) : 

<2? $3-50 series. . 40,251 

5.00 series. . 20,496 

5.50 series.. 115 

6.00 series. . 102,776 

6.50 series. . 70,027 

7.00 series.. 95,455 

Preference (no par): 

4.00 series.. 46,279 

5.50 series.. 14,557 

6.50 series.. 40,309 

6.00 series.. 1,790 

Common (no par) : 

Class A. 4,628.712 

Class B - - - .. 648,675 

All the above 12 issues repre¬ 
sented by the figure. 272,702,000 


$687,9 1 7,000 


From such a statement it would appear that there are two 
classes of common stock, each entitled to certain rights, but 
having a claim against the earnings of the corporation and 

against its assets subordinate to a long list of other claimants- 

current debt claimants, bondholders, debenture holders-a 

strange kind of debenture that can be converted into stock at 
the will of the corporation-no less than twelve kinds of pre¬ 

ferred and preference stocks. And furthermore the assets of* 
the corporation are almost entirely the stock and bonds of other 
corporations, each one of which has outstanding stocks and 

bonds of its own-both in the hands of the public. What may 

be the actual ownership of any stockholder in fundamental 
assets is a problem not easily solved. This complex form of 
common stock must be carefully distinguished from the simple 
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form whose holders are sole claimants to the assets of the cor¬ 
poration. 

Effect of Business Cycle on Two Types of Common 

Stock. -The natural presumption has been that common stocks 

representing merely the residual equity of corporate earnings 
and corporate assets would be more favorably affected during 
periods of rising prosperity and less favorably affected during 
recessions than common stocks representing the totality of earn¬ 
ings and assets. Mathematically and in theory this would ap¬ 
pear probable. One writer laid great stress on the distinction 
under the heading “Trading on the Equity.” 32 If there is only 
a definite sum of earnings available for disbursement among 
the security holders and if the fixed and preferential charges 
absorb their allowances under all circumstances, it follows that 
the balance left over for the common shares will fluctuate more 
widely than the total earnings. This would seem to be obvious. 
But the proof of this proposition by the use of actual stock 
price changes is not easy. There are so many modifying con¬ 
ditions; and statistical proof would have to encompass many 
securities, not those only which are seen to bear out the theory 
of the matter. 

A study has been completed intended to test empirically 
this theory. 33 A preliminary investigation was undertaken of 
the capitalization of 160 corporations the common stock of 
which was quoted on the New York Stock Exchange. From 
this list 60 corporations were selected that, so far as possible, 
met the following conditions. In the same general industry 
one corporation approximated the equity or pyramided form 
and another corporation the simple form in which the common 
stock represented the totality of securities. The exact condi¬ 
tions could not be complied with in the 30 pairs, but the con¬ 
trast was marked in every case-as Chicago, Milwaukee, and 

St. Paul contrasted with the Great Northern in the railway 
group. The study assumed that 100 shares each of the 30 
pyramided stocks and 100 shares of the non-pyramided stocks 

“Lyons, H., Corporation Finance (1916). 

“Jeffrey, C. S., Common Stock Price Fluctuations, Harvard Graduate School of 
Business Administration (1933). 
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were bought June 20, 1921, and, after the necessary equating 
adjustments of stock dividends, splits, etc., were sold Septem¬ 
ber 3, 1929. The relative “profits” were compared, representing 
the extreme appreciation from the bottom of the 1920 depres¬ 
sion to the top of the 1929 boom. A similar comparison was 
made between September 3, 1929 and July 8, 1932, thereby 

permitting a comparison of the “losses” between the two groups 
from the top of the 1929 boom to the bottom of the 1932 de¬ 
pression ; and finally a similar comparison during the abrupt 
upturn of the stock market between July 8 and September 8, 
1932. 

The practical results of this study were not convincing. The 
group of 30 non-pyramided stocks showed about the same 
results, as a group, both in annual distribution to shareholders 
and in appreciation during the rising market from 1921 to 1929 
as did the pyramided group ; and, contrariwise, the pyramided 
stocks fell no more precipitately, and showed approximately 
the same losses during the declining market from 1929 to 1932 
as did the non-pyramided stocks. The figures are not repro¬ 
duced because, after elaborate and accurate computations, the 
results neither confute nor affirm the theory. This is the only 
attempt that has come to my attention of an empirical test of the 
theory carried out with any degree of elaboration or compre¬ 
hensiveness. And although it is not conclusive, it does show 
that neither the pyramided nor the non-pyramided stocks, as a 
group, can be counted on to react in the way that has been 
expected of them. 

Historical Development of Common Stock.-The simpler 

form of corporation with its single class of stock was developed 
historically and logically out of the partnership. Common 
stock of that type, representing the entire business, came first 
in point of time as well as first from the standpoint of simplicity. 
It was only in later developments of corporate enterprise that 
bonds, or preferred stock, or any other form of capitalization 
than stock alone came into use. The simpler financial structure 
with stock alone is still retained by most of the smaller manu¬ 
facturing and mercantile corporations, and by a large propor- 
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tion of the long-established New England manufacturing and 
public utility companies, both large and small. And through¬ 
out the country this form of structure is invariably followed by 
banks, 1 trust companies, and insurance companies, where capi¬ 
tal stock means a fund kept inviolable for the general creditors 
of the institution. 

Throughout the history of American railroad finance the 
tendency has been from the simple financial plan to the com¬ 
plex, from plain stock to stock and mortgage bonds, then to 
two kinds of stock and the wide variety of bonds covering the 
simple mortgage and the intricate, non-cumulative income bond. 
The vast majority of all the railroads of the East promoted 
prior to 1840 were constructed from money subscribed by 
stockholders, in the same manner as stockholders now furnish 
the share capital of a bank. Without exception the main rail¬ 
roads of New England were originally built by the inhabitants 
along their lines who took ordinary common stock in payment 
for their contributions. And large sections of the New Eng¬ 
land railroads remained unmortgaged until a few years ago, 
although the great national railways systems, particularly since 
the year 1900, have paid for most of their extensions through 
the issue of bonds. 

The financial methods of public utility enterprises have 
undergone a parallel development. The first gas works in the 
older states were built entirely from stock subscription and the 
old Massachusetts public utility corporations still have only 
stock outstanding. But, as in the case of railroads, when ex¬ 
tensive enlargements requiring other than local capital were 
necessary, it was found easier to secure money through the 
sale of bonds than through the sale of stock alone. At the 
same time preferred stocks were introduced to meet the re¬ 
quirements of an investing class who were willing to sacrifice 
security for high return. The development has moved more 

* Subject, unfortunately, to the exception of the preferred stock of national 
banks authorized under the Banking Act of March, 1933. This preferred 
stock was introduced in order to give those who might contribute capital to 
enable the banks to open a kind of security superior to the ordinary double 
liability common stock and yet a stock, in that it evidences a claim on the 
assets of the bank inferior to all deposit and endorsement liabilities. 
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slowly in the case of manufacturing enterprises than with 
public utilities. Because the large industrial combinations are 
still on trial, as it were, before the bar of investment prejudice 
and can obtain money only from people directly interested, 
stocks still predominate in their financial plans. To recapitulate 
then, in the wide range of the railroads, the lighting and power, 
and the manufacturing businesses, the original form of a com¬ 
mon stock, representing the entire business, has been more or 
less superseded by a common stock representing merely nominal 
rights in residual equities. 

Common stocks of the first group-representing rights to 

the entire property-are now restricted to a few small rail¬ 

roads, the majority of Massachusetts electric light and gas 
companies, most small and medium-sized cotton mills, locally 
owned manufacturing companies, banks, insurance companies, 
and mines. There have been in almost every case some special 
reasons tending to hold back these types of industry from 
developing the more elaborate form of capitalization. Until 
recently the tax laws in Massachusetts levied a general property 
tax on bonds, but not on stocks, so that gas or electric light 
plants and even cotton mills found a readier sale for their tax- 
exempt stocks among local capitalists. Small manufacturing 
companies everywhere find the banks reluctant to extend credit 
to bonded plants; banks and insurance companies are prevented 
by law from altering the form of their original stock issues; 
mines find it impossible to sell bonds. Investors in any of these 
stocks are the actual owners of the business, subject only to the 
claims of the holders of floating debt and the merchandise 
creditors. 

Just as the evolution of the forms of securities has moved 
away from the single class of stock, having exclusive rights 
over the assets of the corporation, to a classification of securi¬ 
ties having successive rights to the assets, so within recent 
years there have been repeated attempts to divide the common 
stock into various classes having different rights to the residual 
profits. This distinctly recent development in corporation 
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finance will be discussed at some length in the chapter dealing 
with stock preferences. 111 

Shares in Associations, etc. -Analogous to the common 

stocks of corporations possessing the entire rights to the cor¬ 
porate property are the shares in associations, shares in trusts, 
and certificates of part ownership. 34 Except in the legal obliga¬ 
tions taken by their owners, which are analogous to those of 
partners, these anomalies are common stocks in all but name. 
The certificates in associations are, in truth, certificates of 
partnerships. Owing to the unlimited liability that attaches 
itself to such partnership interests, these certificates of asso¬ 
ciations are not in use anywhere in the United States, except in 
the case of the large express companies and certain small New 
England businesses which have maintained a kind of localized 
partnership character for the last 50 or more years. The Adams 
and American express companies’ stocks are the only remaining 
partnership shares that are held by the public. These partner¬ 
ships were formed some fifty years ago-by means of "‘Articles 

of Association” under which the original associates and their 
successors agreed to engage in the express business. The* 
management was restricted to a small group of officials which 
organized and maintained itself independently of the great body 
of certificate holders or partners. In this manner the manage¬ 
ment of the association was independent of all regulation either 
from within or without, and it was not until the federal govern¬ 
ment, by the constitutional authority of the “commerce between 
the states” provision, placed the express companies under the 

m Although the development of corporation securities, for the last cen¬ 
tury, has been in the direction of the simple to the complex, there have been 
distinct cycles. During one period the trend has been toward the simple, 
during another toward the complex. For a time after the panic of 1873 the 
trend was distinctly toward the complex, and following this there was a 
trend toward the simplification of financial securities. Since 1920 the trend 
has been distinctly toward the intricate and highly evolved, both in the finan¬ 
cial structure of the corporation and in the security issues themselves. Fol¬ 
lowing 1933, it is my opinion—put forward as a guess-that the tendency 

will be toward greater simplification. The financial world has tired of the 
complex hybrid kinds of bonds, warrants, and debentures brought into exist¬ 
ence in the boom period preceding the collapse of 19:29. 

84 See Conyngton, T., etc.. Corporation Procedure, Chapter L.XII (1922). 
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Interstate Commerce Commission that any control was exer¬ 
cised over the conduct of their businesses.” 

Massachusetts Associations -Shares of trust or business 

associations survive only in Massachusetts. 35 Historically they 
owe their origin to the fact that corporations up to 1922 could 
not hold real estate {mortmain ) 0 in Massachusetts unless the 
mere ownership of a piece of real estate was quite incidental 
to the main purpose for which the corporation was organized. 
Title to property, accordingly, was taken by a group of trustees 
who issued their certificates of equitable interest in the trust 
property. The trustees derived their authority from trust 
agreements or articles of association, which describe in detail 
the powers of the trusts and the certificate holders, their rights, 
and exemptions. When the trust form of organization was 
driven out of other states 37 it remained in Massachusetts be¬ 
cause, sanctioned by a century of usage, a large amount of 
property had passed under the trust organization and the per¬ 
sons most concerned exercised a strong influence on the course 
of legislation. The Massachusetts trust has been called “a 

The certificates of the Adams Express Company read as follows : 

The Adams Express Company 
A Joint Stock Association 

COMMON STOCK 

This certifies that John Jones is the owner of one share of the common 
stock of The Adams Express Company, transferable on the books of the 
Association in person or by duly authorized attorney, with the approval of at 
least two of the Managers and on the surrender of this certificate properly 
endorsed. The holder of each share is subject to the payment in future of 
such assessments as may be necessary in cases of loss or other necessity, and 
to all obligations and liabilities of, and entitled to all the privileges of a mem¬ 
ber of the Association and resting on each share represented by this certificate 
as fully as if he had signed the Articles of Association. 

0 It should be remembered, however, that trusts, analogous in form to the 
Massachusetts trust, flourished in large measure in the early eighteenth cen¬ 
tury in England. It was believed that they were used as the vehicle for fraud¬ 
ulent activities and they were legislated out of existence by the Bubble Act of 
1719 ; se legalized in 1825 and finally prohibited in 1862. 

85 Except in a few cases where specifically permitted by law, as in the case of the 
Chicago Elevated Railways. 

86 St. 6 Geo. I, c-18. This was made applicable to the American colonies by St. 14 
Geo. IT, c-37. 

aT Largely because of the North River Sugar, iai N. Y. 58a (1890), and the Ohio 

Standard Oil, 49 Ohio 137 (189a) cases. 
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combination of capital vested in trustees who issue transferable 
certificates for shares and execute a declaration of trust designed 
to provide for the shareholders all the immunities of corporate 
shareholding. ” 88 

The trustees are "sometimes elected by the shareholders 
but more often the original board of trustees is selected by 
the promoters and a provision of the articles of association 
makes the board self-perpetuating. Provision is made in the 
agreement and declaration of trust to the effect that when new 
trustees are elected, the trust estate shall vest in them without 
further conveyance. The declaration of trust specifies the 
powers of the trustees. They have a common seal; the board 
is organized with the usual officers of a board of trustees ; it is 
governed by bylaws ; the officers have the usual powers of like 
corporate officers; so far as practicable, the trustees in their 
collective capacity, are to carry on the business under a specified 
name. The trustees may also hold shares as beneficiaries. Pro¬ 
vision may be made for the alteration or amendment of the 
agreement or declaration in a specified manner. 38 

The characteristics assumed by these associations which, it 
is commonly said, resemble the attributes of a corporation are 
of two distinct types. They are to be found in all the more 
recent forms of instruments creating these associations. 

1. Transferability of shares. 

(a) Without effecting the dissolution of the organi¬ 

zation. 

(b) Without giving shareholders the right to an ac¬ 

counting. 

(c) Without giving the shareholders any right or in¬ 

terest in the property of the concern. 

2 . The limited liability of the shareholder for the debts of 
the concern. 40 

The exact legal status of the Massachusetts voluntary 
association is extremely difficult to determine and has given 

m Wrightingrton, S. R., a T. Yale Law Jour. 310. 

•• 3 Bouvier 3333* 

40 Mass. House Doc. £1646, page 3 (Jan. 17, ipu). 
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rise to much litigation, and a good deal of legislation. 41 If the 
associations are actually express trusts, then the holders of 
the certificates, beneficiaries or “cestui que tMtstent/’ can have 
no voice in the management. 42 If on the other hand, the bene¬ 
ficiaries are given managerial power, then the association par¬ 
takes of the nature of a partnership and the holders of the trust 
certificates become legally bound for the debts of- the trust 
estate. To secure a kind of control by the shareholders, yet 
immunity from personal liability, has been the aim of all these 
voluntary associations. 43 Yet they all have trust certificates, 
transferable like any corporate stock certificate and bought and 
sold on the market in the same manner. A large number of 
people who invest in these trust certificates are ignorant of their 
true nature. They are also ignorant of the fact that in many 
instances the shareholders are excluded, by the articles of asso¬ 
ciation, from any voice in the selection of the trustees. 

Such an association, with transferable shares, was decided 
to be legal many years ago, 44 notwithstanding old English stat¬ 
utes to the contrary, and subsequent decisions have given the 
voluntary association a secure position among Massachusetts 
business forms of organizations. 45 Until recently these volun¬ 
tary associations with transferable shares had all the advan¬ 
tages of the corporate form of organization, and were free 
from many of the disadvantages. Accordingly, in addition to 
their original purpose of holding land for investment, they 
have been formed, extensively, to operate cotton mills in 


41 There are a number of discussions of the subject, besides the innumerable legal cases. 
Lewin, The Law of Trusts, Harv. Law Rev., Vols. I, IV, and VII. 

Sears, J. H., Trust Estates as Business Corporations (ipxa). 

Wrigntington, S. R-, The Law of Unincorporated Associations (1916). 

Cook, W. W., The Mysterious Massachusetts Trust, 9 Am. Bar Assn. Jour. 768 
(Dec., 1923). 

X2 Ill. L. Rev. 48a (1918). 

27 Yale Law Rev. 677 (1918). Also 33 Yale Law Rev. 383. 

Magregor, C., Shareholders in Business Trusts, 23 Col. Law Rev. 421. 

Conyngton, T., etc.. Corporation Procedure, Chapter LXIII. 

Thompson, G. A., Trusts as Substitutes for Business Corporations (1920). 

Dunn, W. C., The Business Trusts (1922). 

Two legislative reports contain exhaustive discussions of the subject. Mass. House 
Doc. No. 1046 (1912); No. 1788 (1913). 

Williams v. Milton, 215 Mass. 1. 

48 See the elaborate report to the Massachusetts House referred to note 41. above. 

44 Phillips v. Blatchford, 137 Mass. 510 (1884). An important later leading decision 
is Hussey v. Arnold, 185 Mass. 202 (1904). 

a St. 6 Geo. I, c-i 8. See among others 1^0 Mass. 346; 168 Mass. 566; 174 Mass. 

491; 185 Mass. aoa. Exhaustive discussion in legal treatises referred to under note 

4 x above. 
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Massachusetts and even in other states, 4 ® public utilities in 47 
and out of Massachusetts, 48 and other enterprises of interna¬ 
tional scope. p Within recent years the Massachusetts trust has 
been used for large holding companies in order, primarily, to 
circumvent a Massachusetts statute. This statute provided 
that no corporation could acquire more than 10% of an electric 
or gas utility-and such a provision, although its constitution¬ 

ality has never been construed by the courts, has prevented the 
acquisition of Massachusetts operating utilities directly by the 
large national holding corporations. The method pursued in 
such cases is the acquisition of a controlling interest in the 
operating utility by a Massachusetts trust-which is not techni¬ 
cally a corporation-and then the acquisition of this trust by 

the national holding corporation. q Their prominence in Massa- 

p One of the largest of the Massachusetts associations is the so-called 
International Paper and Power Company, a voluntary association organized 
by means of a declaration of trust dated November I, 1928. This is organized 
to endure for a period of 99 years or for 20 years after the death of a series 
of designated persons. It is purely a holding association, having two chief 
components. The first is the International Hydro-Electric System, which is 
itself a Massachusetts association, and owns two great electric power enter¬ 
prises, one having 700,000 h.p. installed capacity in Canada, and the other 
1,100,000 installed h.p. in New England and immediately adjoining states. The 
second is the old International Paper Company, organized in 1898, as a combi¬ 
nation of newsprint millsr The electric power component represents assets of 
approximately 600 million dollars and the paper component assets of 300 
million dollars. 

It is interesting to note that in 1931 the electric component earned approxi¬ 
mately $15,000,000 after interest and depreciation, while the paper component 
suffered a deficit of $1,000,000 after interest and depreciation. In 1932 the 
discrepancy was even more marked. It is one of the largest, if not the 
largest, business enterprise organized as a Massachusetts association. 

* The New England Gas and Electric Association is a Massachusetts trust, 
existing by virtue of a declaration of trust dated December 31, 1926. It owns 
the shares of operating utilities including those doing the electric light busi¬ 
ness in New Bedford and surrounding towns, Cambridge and surrounding 
towns, and a few other smaller localities, all in Massachusetts. It also owns 
the shares of companies doing business in certain places in New Hampshire, 
Maine and eastern Canada. All its stock is ‘‘owned by individual interests 
affiliated with the Associated Gas and Electric Company," which is another 
way of saying that the common stock of the New England Gas and Electric 
Association stands in the name of certain individuals, but the real ownership 
is in the treasury of the Associated Gas and Electric Company. 

46 Amoskeag Manufacturing Company of Manchester, New Hampshire, the largest 
single cotton mill in the United States and possibly in the world. Also Pepperell Manu¬ 
facturing Company with plants at Biddeford and Lewiston, Maine, Opelika, Alabama, and 
Lindale, Georgia. 

4T Massachusetts Gas Company, Massachusetts Electric Company. 

48 Texas Southern Electric. 
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chusetts led to a number of statutory limitations, beginning as 
early as 1913, 49 which have now placed these associations in 
practically the same position as corporations, as far as taxation, 
supervision, and publicity are concerned. There remains, how¬ 
ever, one very distinct difference. In a corporation the man¬ 
agement lies with the board of directors elected each year by 
stockholders representing a majority of the voting stock. In 
a Massachusetts association the management rests with a board 
of trustees who are chosen by the promoters or organizers at 
the inception of the enterprise and thereafter the body is self- 
perpetuating. When a vacancy occurs in the board of trustees 
by resignation or death, the remaining trustees fill the vacancy. 
Consequently, the management may be entirely divorced from 
the stockholding owners ; or, to state the same thing in different 
language, the trustees who once acquire control of a Massachu¬ 
setts association may perpetuate indefinitely their control, 
although they may not hold a single share of stock. 

One of the leading authorities on corporation law remarked, 
in 1923, that “the Massachusetts trusts make a noise out of all 
proportion to their size-” 50 Perhaps this is true from the legal 
point of view. But the advantage of a form of organization 
in which the promoters and organizers can maintain themselves 
in control without the consent of the stockholders may have an 
increasing importance in finance. At all events the number and 
size of these associations steadily increased during the 10 years 
between 1923 and 1933, in spite of the fact that the immunities 
from taxation and state control were taken away from them. 
In a period of industrial organization in which a multitude of 
small stockholders have a theoretical but no practical voice in 
the selection of their managers it may prove a wise social policy 
to fix the responsibility of management on a body of men who 
may not take refuge for the stupidity and duplicity of their 
actions in the plea that they are the anointed representatives of 
the stockholders. The trustees of a Massachusetts association 

. “ Act to punish Trustees of Voluntary Associations who do not file reports with Com¬ 

missioner of Corporations. Gen. Acts M!ass. 1913, Chapter 376. and for publishing such 
reports, ibid.. Chapter 507- 

®° Cook, W. W., The Mysterious Massachusetts Trust, 7 Am. Bar Assn. Jour. 768 
(Dec., 1933). 
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are clearly and confessedly in a fiduciary capacity toward the 
stockholders and they cannot evade the responsibility. 

Certificates of Part Ownership. -Certificates of part 

ownership based on the direct ownership of property are of 
rare occurrence except in the coastwise shipping business. In 
this business a vessel is bought by a group of men and the 
cost divided into tenths, twentieths, or any other convenient 
fraction. Each member of the group is then given a certificate 
representing the fractional part of the cost for which he is re¬ 
sponsible. .Thus one member may own one-sixtieth of a 
schooner, another seven-sixtieths, and another ten-sixtieths, 
according to the original contribution. The profits of each 
voyage are divided among the group in proportion to the certifi¬ 
cates of ownership- On the other hand, if the voyage is con¬ 
ducted at a loss, or if the schooner runs on a shoal and repairs 
are required, the losses are proportioned according to the 
certificates of ownership.* 

Common and Preferred Stock -In many respects the most 

important classification of stock is that which distinguishes 
common stock, so-called, from preferred stock. This subject 
will be discussed in-the succeeding chapter covering all classes 
of preferential stocks. 

r The use, even, of this primitive type of participating shares is gradually 
disappearing as the fishing business becomes more and more concentrated in 
the hands of corporations. Moreover, corporations are now being formed to 
own and operate single vessels. These vessel corporations have a capital 
structure in no wise different from other corporations. 



CHAPTER 5 

THE CLASSIFICATION OF CAPITAL STOCK 

Preferences. -Any security which a corporation issues is a 

compromise between two purposes. On the one hand is a pur¬ 
pose of the corporation to create a security which shall entail the 
least burden to its financial operations ; on the other hand is the 
purpose to create a security which shall meet the demands of 
investors to such an extent that investors will buy it. Were the 
corporation free from the demands of the investors, it would 
create a security which would embody the minimum of strength 
and the minimum of promised participation in the benefits aris¬ 
ing from the corporation’s activities ; and were the investor free 
to impose his terms on the corporation, he would prescribe a 
security involving a maximum of security and a maximum of 
benefits arising from the corporation’s business. While corpora¬ 
tion and investor meet on the common ground of being joint 
heirs in the success or the failure of the corporate enterprise, they 
are at opposite points of the compass in the division of the spoils. 

Because of this divergence in fundamental point of view 
there has arisen a large variety of types of securities which rep¬ 
resent an endeavor to effect a compromise between the parsimony 
of the corporation and the avarice of the investor. There are 
securities in which the investor relinquishes something of rights 
as an unrestricted participant in the corporate profits and ac¬ 
quires a prior right to a certain and limited part in these profits ; 
or there are- securities in which he foregoes something of the 
security of a mortgaged bond and obtains, in consideration of 
his forbearance, a higher promised income return. The entire 
group of these compromise securities are intermediate in their 
strength and in their rights to the division of profits, between 
first mortgage bonds on the one hand and common stock on the 
other hand. 
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Some of these compromise securities have been created by 
endowing a part of the stock with preferences and priorities 
above the other part, and some have been created by withdraw¬ 
ing from mortgage bonds something of the security behind them 
and by weakening the convenants protecting them. The pur¬ 
pose of this chapter is to discuss those types of compromise 
securities created by endowing ordinary capital stock with priori¬ 
ties and preferences. 

The fundamental and essential differences, in theory at 
least, between bonds and stocks are that the former represent 
promises to pay a certain sum of money and interest upon it at 
a definite rate, and the latter partnership rights to participate in 
profits after all the charges and expenses of business have been 
met. a But in the evolution of financial expedients just referred 
to there has been a tendency to endow stocks with some of the 
attributes of bonds. To this class of strengthened stocks belong 
the various forms of preferred stock now frequently issued ; so 
do guaranteed stocks and the Class A common stocks which 
sprang into prominence after 1933. b So various and individual, 

a Needless to state, there are exceptions. For example, in the anomalous 
capital structure of th^ Green Bay and Western Railroad, the common stock: 
had priorities over one issue of debenture bonds. 

b It has been said that American corporate finance is more intricate than 
that of any other country. The relative truth of this statement depends on 
the point of view. It is true that American finance has resorted to the most 
intricate system of intercorporate superposition of one corporation over 
another, but English finance is more complicated in the number and conditions 
of issues of different securities of a single corporation . 1 Few, if any, financial 
plans show greater intricacy than that of the Underground Electric Railways 
Company of London, Ltd., arising from a combination of American and Eng¬ 
lish financial ingenuity. The following is the order of claims on income from 
dividends received by the company from the stocks of its subsidiary com¬ 
panies : 

1. 4.5/2% Collateral Trust Bonds 

2. First Cumulative Debenture Income Stock 

3. 6 % Non-cumulative Income Bonds 

4. Class A Ordinary Shares (one-third profits) 

5. Ordinary Stock 5% Cumulative 

6. Contingent Certificates 3% (not put on balance sheet) 

A similar complex structure occurs in the financial plan of a large soap 
manufacturing company : 

1 Bricker, C. W., Jr., A Study of English Capitalization, Harvard Graduate School of 
Business Administration (1925). 



THE CLASSIFICATION OF CAPITAL STOCK 


*35 


however, are the features which make it possible to call an issue 
of stock “preferred,” that no definition at once general and exact 
is possible. 


Historical Background. -The classification of share capi¬ 

tal, so that one group of stockholders have certain preferences 
or certain disabilities is quite as old as the business corporation 
with transferable shares. A. few of the first English companies 
of this kind, back in the middle of the sixteenth century, re¬ 
sorted to a classification of its share capital. 2 And from time 


S*Yc First Preference Shares. 

“A” Preference Shares. 

6% “ 13 ” Preference Shares. 

6% “C" Preference Shares. 

15% Preferred Ordinary Shares. . . . 
20% Preferred Ordinary Shares. . . . 

5% “A” Preferred Ordinary Shares 
Ordinary Shares . 


£ 2,000,000—o—o 
2,000,000—o—o 
I ,000,000—o—o 
4,7 50,000—o—o 
2,074,400—0—0 
1 00,000—o—o 
77,43 8—5—0 
2,000,000—o—o 

£ 1 4,00 1,838—5—0 


That there may be marked differences in the amount and par values of 
the different issues was shown by the capitalization of the Hoots Pure Drug 
Company. 

Boots Pure Drug Company 


No. of 


Shares 


N ame 

100 

“A” 

Preference .... 

250 

“B” 

Preference .... 

1 00,000 

“C” 

Preference .... 

1 20,000 

“A” 

Pref. Ordinary 

245,000 

“B»» 

Pref. Ordinary 

400,000 

“C" 

Pref. Ordinary 

5 00,000 


Pref. Ordinary 

1,000 

Ordinary. 


Par 

Amount 

£100 

£ 10,000 

£ 1 00 

2 5,000 

£ 1 

T 00,000 

£ 1 

I 20,000 

£ 1 

245,000 

£ 1 

400,000 

£ 1 

500,000 

£ 100 

I 00,000 


£ 1,500,000 


With the presumption that the financial plans of English corporations are 
more complex: than those of American corporations and employ, ordinarily, a 
greater variety of securities, a study was made of the financial plans of one 
thousand English corporations. 3 

The following table shows the distribution of stock issues : 


Companies Classified by Issues of Capital Stock 
No. of Issues No. of Companies 

1 3 53 

2 622 

3 95 


A 

5 

6 

7 

8 


2 x 
5 


On the other hand the debt obligations indicate a simpler structure among 
English than among American companies—particularly American railroads. 
Of the 1,000 English companies studied, 646 or nearly two-thirds had no debt 
obligations in their financial plan ; 286 companies had only one issue ; 56 had 
two issues ; 8 had three issues ; and 4 had four issues. None had more than 
four issu es of bonds of any kind. 

•Scott, W. R., Joint Stock Companies to 1720, Chapter I (191a). 

* Bricker. G. W., op* ext . 
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to time during the long history of corporate business enterprise, 
corporations have used this device. It was not, however, until 
some 50 years ago that the practice became common. Down 

to 1880 the vast majority of corporations-railroads, banks, 

insurance companies, local utilities, and local manufacturing 

enterprises-had merely one class of stock. If more than one 

class existed, there was invariably some special explanation- 

a financial crisis, a feud among the shareholders, a special pro¬ 
vision of the charter which was best met by two classes of 
stock, or some other quite unusual circumstance which had 
created the necessity to discriminate among the shareholders. 

When the industrial combinations began to appear in the 
late i88o’s, it was believed by the promoters that the investing 
public could be induced to buy their shares if the promised 
rate of dividends was made high enough. To accomplish this, 
preferred shares became the accepted “investment” in the trusts, 
whereas the common shares were the accepted “speculation” 
in the trusts. When the railroads were reorganized in the 
middle i89o’s, preferred shares were introduced as a means of 
giving junior bondholders a preference over common share¬ 
holders without giving them a fixed charge security. Later 
still, after the turn of the century, when public utility holding 
companies were being organized, preferred shares were in¬ 
variably issued as a means of realizing capital from the so- 
called business investors-men to whom yield was more im¬ 

portant than bond security. And finally, in March, 1933, legis¬ 
lation was passed permitting even banks to issue preferred 

shares-shares which had a priority over the ordinary bank 

stock and, unlike other bank stocks, had no double liability/ 5 

In all probability a differentiation in share capital as a recognized practice 
first arose in England 4 and was a symptom of the railroad promotion period 
of the early forties, having been first successfully used by the Great Northern 
Railway/ 

c It is interesting to note that an early statute of Massachusetts (1855) 
permitted preferred stock without any liability for debts while the common 
stock Had full liability. This distinction, therefore, is not as new as it seemed 
when the banking statute was passed in the first days of the Democratic 
administration. 


4 Economist LVIXI 730 (1900). 

•Ripley, W. Z., Railroads, Finance and Organization, 95 (1^15). For an excellent 

brief account of British financial expedients see series of articles in the Financial Review 
of Reviews, beginning with May, 1918, by Stiles, C. R., The Alphabet of Investment. 
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Thus, it may be said that in the half century from 1883 to 
1 933 every type of corporations, except insurance companies, 
adopted, as an ordinary matter, the division of its share capital 
into one or more classes. 

Types of Preference Issues, -In its essential meaning, any 

issue of stock, specifically called guaranteed, preferred, prefer¬ 
ence, or Class A, represents a particular portion of the capital 
shares which has been endowed with certain supplementary 
assurances, preferences, or limitations. Its existence in any 
one case is a ground for presuming that there exist at least two 
classes of capital stock, one of which possesses certain rights 
that the other does not possess. d The kind and extent of the 
rights, privileges, limitations, and exemptions, that belong to 
preference stocks vary with the different issues. One cannot 
infer merely because a stock issue is called preferred that it is 
possessed of any one set of preferences, although there are 
certain forms which are of customary occurrence. From a 
study of 1,048 preference stocks issued from 19:25-1930° four 
characteristics were found of almost universal occurrence 

among all types of preference stocks-callable, a prior lien on 

assets, a prior lien on earnings, and the right to cumulative 
dividends. TViany other features were of frequent occurrence, 
but not of such frequency as to be deemed customary. 

The rights of any class of stockholders are, in each case, 
defined by the charter and bylaws of the corporation and con¬ 
stitute the terms of a contract between the corporation and its 
preferred stockholders. The various court decisions clearly 
prove that any rights of the holders of preferred stock must be 
explicit and defined, they are not implied either in the word 
preferred or in the existence of the distinction between pre- 

d Even this presumption is not correct in every case, as the entire out¬ 
standing capital stock of the Great Northern Railroad is preferred. So also 
was that portion of the stock of the Fitchburg Railroad, which was in the 
hands of the public prior to the first reorganization of the Boston and Maine 
system. This illustrates the difficulty of forming generalizations concerning 
the prefe rences of so-called preferred stocks. 

6 Wilson, S. S., Public Utility and Industrial Stocks with Preferences, Harvard 
Graduate School of Business Administration <1930). 
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ferred and common shares. This contract should be specifically 
described on the stock certificate . 7 

For the convenience of exposition, these preference issues 
of shares can be treated conveniently under these headings : 
guaranteed stocks, preferred stocks, and Class A common 
stocks. 

Guaranteed Stocks.-Guaranteed stocks owe their origin, 

ordinarily, to consolidations. And it is in railroad consolida¬ 
tions that they are met with most frequently. In the great 
majority of cases they represent the remaining, outstanding 
shares of small roads which have been incorporated into larger 
systems. Instead of purchasing the shares of the smaller road, 
the promoters of the consolidation or the managers of the buy¬ 
ing railroad system secure from the directors and officers of the 
consolidated road an agreement to pay a certain dividend on 
the stock of the smaller road. Such an agreement when 
properly entered into constitutes a legal contract enforceable 
against the consolidated company, and the payment of such 
guaranteed dividends are quite independent of the earnings of 
the small road which originally issued the shares. In a very 
real sense, therefore, such guaranteed dividends are a “fixed 
charge” of the consolidated road; and the failure to meet the 
payment of these dividends would create a claim against the 
consolidated road parallel with the unsecured debt. 

Guaranteed Stocks v. Guaranteed Bonds. - The holder of a 

guaranteed stock is in a position analogous to that of the holder 
of a guaranteed bond. There are, however, two very marked 

differences-the one in theory and the other in practice-which 

should be carefully observed. The difference in theory between 
a guaranteed bond and a guaranteed stock is that the former 
is an obligation enforceable as any debt against the assets of 
both the original corporation and of the guaranteeing corpora¬ 
tion. In other words, if, in the event of a receivership of the 
consolidated guaranteeing corporation and the subsequent sale 
of its assets, not enough remains after the satisfaction of the 


7 TJ. S. Radiator Co. v. State, ao8 N. Y. Z44. 
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prior claims to pay the full claim represented by the guarontecd 
bonds, then the holder of a guaranteed bond would still have a 
claim against the small corporation originally issuing the bonds. 
It is, as it were, a joint debt enforceable against either or both 
corporations. And if, as is generally the case, the bonds were 
originally secured by a first mortgage on specific property, the 
holder of the guaranteed bond has, in reality, a specific lien on 

certain property-that of the small road-and a general lien 

on a great deal more property-that of the guaranteeing road. 

Moreover, what is perhaps quite to the point, the specific lien 
on a small amount of property is more valuable to the bond¬ 
holder than a general lien on a large amount. 

In the case of the guaranteed stock this dual obligation is 
absent. The payment of the guaranteed dividends represents 
a contract between the consolidated corporation and holders of 
the guaranteed stock, but this in no wise obligates the issuing 

corporation-the small company absorbed in the consolidation 

-to meet the payment if the contract of guarantee is repudi¬ 
ated or cannot be enforced. True, under ordinary circum¬ 
stances the stockholders may themselves, through directors of 
their own election, declare and pay themselves dividends out of 
the earnings of the small corporation, provided there are any. 
Hut the individual, minority stockholder cannot enforce any 
claim against the earnings, at law or in equity, and he is help¬ 
less to reach back to the actual property of the corporation of 
which he is a stockholder. 

There is also a marked practical difference between guar¬ 
anteed bonds and guaranteed stock. While both the small 
and the large corporations, the original issuing corporation and 
the guarantor, are prosperous it is quite immaterial whether 
the payment is interest on the subsidiary company’s bonds or 
dividends on its stock. But at the time of reorganization, 
following failure, invariably sacrifices have to be made by some 
of the security holders. At this time, the question of the relative 
priorities among the different classes of security holders be¬ 
comes of imminent vital importance. Under these circum¬ 
stances more sacrifices seem to be expected of all stockholders 
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than would be expected of bondholders in analogous positions. 
The reasons that explain this attitude on the part of reorgani¬ 
zation managers are not always thoroughly rational nor based 

on legally justifiable grounds. Nevertheless, they exist-the 

result, probably, of the assumption that shareholders, whatever 
their legal position may be, should be called upon to bear some 
of the brunt of failure, even though they have long since ceased 
to have a voice in the management. 

Position of Holders of Guaranteed Stocks_This general¬ 

ization applies to guaranteed stocks. No matter how secure 
the holder of a guaranteed stock may be with reference to the 
assets of his corporation or how strategically important his 
property may be in the whole corporate situation, he will be 
asked to undergo sacrifices in the reorganization which, were he 
a bondholder in the corresponding position, never would have 
been suggested. An example from railroad reorganization 
illustrates this simple fact. In the corporate organization of 
the Boston and Maine Railroad, at the time of its failure in 
1916, there were no less than 15 guaranteed stocks of major 
importance and some which had, as it were, a double guarantee, 
the dividends being ^guaranteed both by the Boston and Maine 
itself and one of its major subsidiaries. Of these major 
subsidiaries the most important by far from a strategic point 
of view was the Fitchburg Railroad. Except in a roundabout 
fashion through Montreal or north of Lake Champlain the 
Fitchburg Railroad represented the only opportunity for the 
Boston and Maine to deliver its traffic to the trunk lines at the 
Hudson River gateway. As such it was a part of the system 
of very great value, and the holders of the Fitchburg Railroad’s 
guaranteed stock were in a very strong position had they cared 
to assert their rights. The guarantee of their dividends repre¬ 
sented a claim against the assets parallel to the debenture bonds 
of the whole system (and much of the system was unmort¬ 
gaged), and in addition the Fitchburg Railroad stock repre¬ 
sented the equity ownership of the most important connecting 
link of the Boston and Maine’s whole system. The stock¬ 
holders, once in possession of this road, could, unquestionably. 
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operate it in conjunction with the Delaware and Hudson or one 

of the trunk line roads-even if one of these roads had been 

unwilling to acquire the Fitchburg on terms quite as favorable 
as those by which the Boston and Maine held it. All this 
must have been transparently clear to the reorganization man¬ 
agers of the system as well as the Fitchburg stockholders’ pro¬ 
tective committee. And yet in the reorganization plan these 
stockholders were given almost worthless preferred stock of the 
reorganized company, junior to the bonds of every description. 
Apparently the members of the committee chosen to protect 
the Fitchburg stockholders showed gross incompetency, if not 
dereliction, in their obligation to the stockholders whom they 
were supposed to represent. 

The case of the Fitchburg Railroad shareholders is not 
unusual. During the long receivership of the Chicago and 
Alton Railroad negotiations were pending with the share¬ 
holders of the Chicago and Joliet, looking to some sacrifice in 
the forthcoming reorganization. Yet the little road, held under 
lease since 1864, was highly important to the entire system. 
The guaranteed stock of the Chicago and Joliet Railroad was 
outstanding at only $1,500,000, although it represented the 
most valuable part of the entire system of the Chicago and 
Alton Railroad. In the final acquisition in 1931 of the Alton 
System by the Baltimore and Ohio Railroad, this old lease was 
assumed in its entirety. 

Yield of Guaranteed Stocks.-On the basis of these prin¬ 

ciples it would be reasonable to expect that guaranteed stocks 
would sell on the open market at such prices that the yield to 
investors would be distinctly greater than that derived from 
guaranteed bonds, and somewhat greater than that from the 
general mortgage bonds of the consolidated company. In fact, 
in New England down to 1912 the guaranteed stocks of the 
New England railroads had such a position in the minds of 
New England investors, particularly lawyer-trustees, that they 
commanded a market price conspicuously greater than their 
intrinsic value warranted. In the actual failure of the Boston 
and Maine and the threatened failure of the New Haven road. 
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these lawyer trustees learned one lesson in the differences be¬ 
tween the theory and the practice of finance. 

In order to discover the actual investment status of guar¬ 
anteed stock throughout the country, exhaustive studies were 
undertaken of 64 guaranteed stocks included in the financial 
plan of railroads located in all sections of the country. The 
investment yield of these was compared first with the yield on 
guaranteed bonds of the same system and secondly with the 
yield on the great mortgage bonds of the system. 8 The studies 
covered the period from 1900 to 1931. Only the high-grade 
guaranteed stocks were included, and of these only a few were 
those of systems whose general credit was affected by special 
circumstances such as failure or consolidation. These few 
special cases were the best of their kind and were included so 
as to make the list a fair sampling of guaranteed issues. 

The study shows that the third of a century is to be divided 
into three periods with respect to the relative yields on guar¬ 
anteed stocks, guaranteed bonds, and general mortgage bonds 
of the same system. 6 The first period extends from 1900 to 


e The guaranteed stocks used may be of some interest as showing the 
nature of the material used in the study. 


Guaranteed Stock 


Guarantor 


Guaranteed Bond 
Used for Com¬ 
parison 


Consolidated Company 
Bonds (In case several 
were used, only one is 
mentioned as an illus¬ 
tration. ) 


Northern R. R. of N. H. Boston & Maine 


None 


Conn. & Passumpsic 
R. R. 

Vermont & Mass. 


Boston & Lowell 
and Boston & 
Maine 

Boston & Maine 


Conn. & Pass, i st 
4 s 1943 

None 


Boston & Providence 


Old Colony R. R. 
(Later) N. Y., 
N. H. & H. 


Old Colony R. R. N. Y., N. H. & H. 

Providence & Worcester N. Y., N. H. & H. 


Detroit, Hillsdals & So. 
Western 


N. Y. Central 


Boston & Provi¬ 
dence 5% de¬ 
bentures of 
1938 

Old Colony Deb. 
4s 1938 

Prov. & 'Wor¬ 
cester X St 4-S 

1947 

None 


Boston & Maine Gen¬ 
eral Debentures 

B. & M. General De¬ 
bentures 

B. & M. General De¬ 
bentures 

N. Y., N. H. & Id. De¬ 
benture 4s of 1947 


N. Y., 

N. H. 

& 

H. 

Deb. 

4s 1947 



N. Y., 

N. H. 

& 

H. 

Deb. 

49 1947 




N. Y. Central & Hud¬ 
son R. Ref. and Im¬ 
provement 4/^s 2013 


8 Friedlander, A. J., Harvard Graduate School of Business Administration (1925) ; 
1900—1925; W'ingr, G. F., ibid. (1930); 19^5—*93<>» with certain additions; and Summers, 
C., with later additions (i933). 
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* ( Continued ) 

Guaranteed Stock 

Guarantor 

Guaranteed Bond 
Used for Com¬ 
parison 

Consolidated Company 
Bonds (In case several 
were used, only one is 
mentioned as an illus¬ 
tration. ) 

Fort Wayne & Jackson 

N. Y. Central 

None 

N. Y. C. & Hudson R. 
Ref. St Improvement 
4^s 2013 

Kalamazoo, Allegan & 
Grand Rapids 

N. Y. Central 

K. A. & G. R. 
i st Mtg. 5s 

1938 

N. Y. C. & Hudson R. 
Ref. & Improvement 
4}4 s 2013 

Mahoning Coal R. R. 

N. Y. Central 

Mahoning Coal 

R. R. 1st Mtg. 

5s 1944 

N. Y. C. & Hudson 
River Ref. & Im¬ 
provement 4j^s 2013 

Pittsburgh, McKeesport 
& Youghiogheny 

N. Y. Central 

P. McK. & Y. 
1st Mtge. 6s 
193a 

N. Y. C. & Hudson 
River Ref. & Im¬ 
provement 4}4 s 2013 

Troy & Greenbush 

N. Y. Central 

None 

N. Y. C. & Hudson 
River Ref. & Im¬ 
provement 4 x /j. s 2013 

Beech Creek R. R. 

N. Y. Central 

Beech Creek 1st 

4 s 1936 

N. Y. C. & Hudson 
River Ref. 3 V* s 1997 

Boston & Albany 

N. Y. Central 

B. & A. 4 * 7 c> Deb. 
1913. 3^2 Deb. 
1952 

N. Y. C. & Hudson 
River Ref. 354 s 1997 

N. Y. & Harlem 

N. Y. Central 

N. Y. & Harlem 

I St 3 V2S zooo 

N. Y. C. & Hudson 
River Ref. 3 Y* s 199 7 

Canada Southern 

Michigan Central 
(N. Y. Central) 

Can. So. ad 8s 
*913, Cons. 5s 
1963 

Mich. Cen. 1 st 3 s 

1952 

Erie & Kalamazoo 

Michigan Central 

None 

Mich. Cen. 1 st 3V2S 
1952 

Columbus & Xenia 

Pennsylvania 

None 

Penn. Cons. 4s 1943 

Erie & Pittsburg 

Pennsylvania 

None 

Penn. Cons. 4s 1943 

Little Miami 

Pennsylvania 

L. M. Gen. 4s 
196a 

Penn. Cons. 4s 1943 

Northern Central 

Pennsylvania 

No. Cen. 1st 

Mtg. 6 s 

Penn. Cons. 4s 1943 

Philadelphia & Trenton 

Pennsylvania 

N one 

Penn. Cons. 4s 1943 

Pittsburgh, Fort Wayne 
& Chicago 

Pennsylvania 

N one 

Penn. Cons. 4s 1943 

United New Jersey 

R. R. & Canal 

Pennsylvania 

Un. N. J. R. R. 

& Canal 1st 4s 

1923-1944 

Penn. Cons. 4s 1943 

Camden & Burlington 
County 

Pennsylvania 

None in hands of 
public 

Penn. Cons. 4s 1943 

Cleveland & Pittsburg 

Pennsylvania 

Cleveland & Pitts¬ 
burg 4 1942 

Penn. C. 1 st 4s 1921 
and 3^s 1941 

Elmira & Will i am sport 

Northern Central 
& Pennsylvania 

Elmira & Wmspt. 

1 st 6s, 4s ex. 
1950 

Penn. Cons. 4s 1943 

Cayuga & Susquehanna 

Delaware, L. & 
W. 

None 

D., L. & W. 7s down to 
2907, none thereafter 

Oswego & Syracuse 

Valley R. R. 

Delaware, L. & 
W. 

Delaware & Lack¬ 
awanna 

O. & S. T St & 
Ref. 5s 1974 
Valley R. R. 1st 
& Ref. 5s 1944 

D., L. & W. 7s down to 
1907, none thereafter 

Warren New Jersey 

Delaware, L. 8 c 
W. 

Warren 1 st Ref. 
3/^s 2000 

D., L. & W. 7s down to 
1907, none thereafter 

N Y., Lackawanna & 

Delaware, L. & 

N. Y., L. & 

D., L. 8 c W. 7s down to 

Western 

W. 

Western 1 st 6s 
1923, Ref. 1973 

1907, none thereafter 

Utica, Chenango & Sus¬ 
quehanna Valley 

Delaware, L. & 
W. 

None 

D., L. 8 c W. 7s down to 
1907, none thereafter 
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• {Continued') 

Guaranteed Stock 

Guarantor 

Guaranteed Bond 
Used for Com¬ 
parison 

Consolidated Company 
Bonds (In case several 
were used, only one is 
mentioned as an illus¬ 
tration.) 

Morris Sc Essex 

Delaware, L. & 
W. 

Morris 8 c Essex 
xst 7s 191 s & 
Ref. 3J4 s aooo 

D., L. & W. 7 s down to 
1907, none thereafter 

Rome & Clinton 

Delaware Sc Hud¬ 
son 

None 

D. & II. Ref. 4s 1953 

Saratoga & Schenectady 

Delaware & Hud¬ 
son 

None 

D. & H. Ref. 4s 1953 

Albany & Susquehanna 

Delaware & Hud¬ 
son 

Albany Sc Susq. 

6s & 7s 1906 & 

3 s 1946 

D. & H. Penn. Div. 7s 
19x7, Ref. 4s 1953 

Rennsselaer & Saratoga 

Delaware & Hud¬ 
son 

Rens. & Sara¬ 

toga 7s 1921, 
6s 1941 

D. Sc H. Penn. Div. 7s 
1917, Ref. 4s 1953 

N. Y., Brooklyn & 

Long Island 

N. Y., B. & M. 

Brooklyn & Manhattan 

Manhattan 

R. R. 

xst Cons. 5 s 

1935 

ist 5s 1938 

East Pennsylvania 

Reading Co. 

East Penn. 1st 4s 
1948 

Reading Gen. 4s 1997 

Philadelphia, German- 

Reading Co. 

None 

Reading Gen. 4s 1997 

town & Morris 

Catawissa 

Philadelphia & 

Reading 

Catawissa 1st 4s 
1948 

Reading Gen. 4s 1997 

North Pennsylvania 

Philadelphia & 

Reading 

North Pennsyl¬ 
vania xst 4s 

1936 

Reading Gen. 4s 1997 

Delaware Sc Bound 

B rook 

Philadelphia Sc 

Reading 

Del. Sc Bound 

B rook 3V2S 

1955 

Reading Gen. 4s 1997 

Little Schuylkill Navi¬ 
gation Road & Coal 

Philadelphia Sc 

Reading 

None 

Reading Gen. 4s 1997 

Co. 

Mine Hill Sc Schuylkill 
Haven R. R. 

Philadelphia Sc 

Reading 

None 

Reading Gen. 4s 1997 

Ogden Mine R. R. 

Central R. R. of 
N. J. 

None 

Central R. R. of N. J. 
Gen. 5s 1987 

Dayton Sc Michigan 

Toledo Sc Cin¬ 

cinnati 

None 

B. 8 c O. Ref. Sc Gen. 
Mtg. 5s 1995 

North R. R. of N. J. 

Erie 

North R. R. of 
N. J. ist 48 
2000 

Erie xst Cons. 4s 1996 

Allegheny Sc Western 

Buffalo, Roches¬ 
ter & Pitts¬ 

burgh 

Alleg. Sc Western 
xst 4s 2998 

Buffalo, Rochester Sc 
Pittsburgh Cons. 4k£s 
*957 

Richmond, Fredericks- 

Richmond & 

R., F. Sc P. Cons. 

R. & W. Collateral T r . 

burg Sc Potomac 

Washington 

45^8 1940 

4s 1943 

Atlanta 8 c Charlotte Air 
Line 

Southern 

At. & Char, ist 
7s 1907, ex. 

4^'as 1920, ist 

4^9 1944 

Southern ist Cons. 5a 
x 994 

Mobile & Birmingham 

Southern 

Mobile Sc Birm¬ 
ingham xst 48 
*945 

Southern ist Cons. 5s 
1994 

North Carolina R. R. 

Southern 

None 

Southern ist Cons. 5 s 
*994 

Southwestern of Georgia 

Central of 

Georgia 

None 

Central of Georgia xst 
5s 1945 

Augusta Sc Savannah 

Central of 

Georgia 

None 

Central of Georgia ist 
5 » *945 
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1906. It is characterized by low yields on all forms of high 
grade investment securities. During this period the yield on 
guaranteed stocks averaged 3.91%; that of the large general 
mortgage bonds of the same system 3.66%, and that of the 
guaranteed bonds of the same system 3.58%. The second 
period, from the panic of 1907 to 1916, is characterized by a 
steady upward trend of investment yields. During this period 
the guaranteed stocks averaged 4.49%, that of the large general 
mortgage bonds 4.3:2%*, and that of the guaranteed bonds 

4.17%. During the third period-from 1916 to 1931-four 

of the railroad systems-having each one example of a guaran¬ 
teed stock-met with financial reverses. As a whole the period 

was characterized by wide fluctuations in the yields on railroad 
securities. Nevertheless, the yields on guaranteed stocks re¬ 
main consistently higher than those of general mortgage bonds 

and guaranteed bonds-6.19% compared with 4.82% for the 

general mortgage bonds and 4.87% for the guaranteed bonds. 
If, however, the securities of the third class, belonging to the 
roads that suffered financial disaster, were entirely omitted 
from consideration, the relative positions of the general mort¬ 
gage bonds and the guaranteed bonds would be changed some- 


* ( Contirtr'ued) 


Guaranteed Stock 


Guarantor 


Guaranteed Bond 
Used for Com¬ 
parison 


Consolidated Company 
Bonds (In case several 
were used, only one is 
mentioned as an illus¬ 
tration.) 


Georgia Railroad & 
Bank Company 
Alabama St Vicksburg 


Vicksburg, Shreveport 
St Pacific 

Nashville St Decatur 

Chicago, St. Louis & 
New Orleans 
Peoria St Bureau Val¬ 
ley 

Joliet Sc Chicago 


Central of 
Georgia 

Yazoo St Missis¬ 
sippi Valley 
R. R. 

Yazoo Sc Missis¬ 
sippi Valley 
R. R. 

Louisville St 
N ashville 

Illinois Central 

C. R. I. St Pac. 

Chicago St Alton 


None 

Ala. & Vicksburg 
1st ss 1974 

V., S. St P. Gen. 
Mtg. ss 194x 

None 

Memphis Div. ist 
43 195 * 

None 

None 


Kansas City, St. Louis Chicago & Alton 
& Chicago 


None 


Central of Georgia ist 
SS 1945 

Illinois Central 4 54 s 
z 9 66 

Illinois Central 4 54 s 

1966 

Louisville St Nashville 
43 I9SS 

Ill. Central ist 4s 1951 


C., R. I. St 

Pac. 

Gen 

4S 1988 



Chicago St 

Alton 

33 

1949 



Chicago & 

Alton 

3s 


>949 
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what.* From such studies it is apparent, as has been shown 
many times before, that the yield on ostensibly high-grade rail¬ 
road securities steadily rose through the first three decades of 
the century ; and it has been shown also, what has not been so 
clearly observed, that the divergence between guaranteed stocks 
and bonds of parallel security has steadily widened. In 1932 
and *933* the chaotic conditions prevailing among railroad 
security values render all attempts at generalization highly pre¬ 
carious. 

Preferred Stocks-Original Purpose.-Turning now to the 

other types of preference stocks it should be noted, at the out¬ 
set, that the purpose underlying the vast majority of preferred 
and Class A stock issues is the promise of greater regularity 
of dividends than would be possible with common or ordinary 
stock. 9 To attain this end the preference stockholder has ordi¬ 
narily the first claim to earnings. This situation is, however, 
by no means universal. In the study 10 of 1,048 industrial and 
public utility preferred and Class A issues, referred to before, 
83.6%? of the preferred stock issues and 74 /^ °f the Class A 
stock issues had a prior lien on earnings. For all preference 
issues in the study-857 out of 1,048, or 82^, had a priority 
to earnings. 

Yet, it should be remembered that a preferred stock is, at 
the last analysis, a stock and not a corporate obligation. Conse¬ 
quently, the priority right to receive dividends, fortified by 
ample earnings, cannot be legally enforced against the corpora¬ 
tion no matter how forcibly expressed. It is a priority which 
waits on the discretion and the will of the directors. 

* For the period 1916 to 1931 

Guaranteed Stocks.. 

General Mortgage Bonds. 

Guaranteed Bonds. 

• For careful and detailed reasons to explain the occurrence of preferred stocks in rail¬ 
road finance, see Ripley, W. Z., Railroads, Finance and Organization, 97 09 * 5 )* Perhaps 
he overemphasizes other causes than reorganization. 

10 Wilson, S. S., Public Utility and Industrial Stocks with Preferences, 1935—1930, 
Harvard Graduate School of Business Administration, 1930. 


Including All 
Securities Used 
in Preceding Study 

. 6.19 

. 4.82 

. 4.87 


Omitting Securities 
of Railroad Systems 
Which Met Financial 
Difficulty 

5-96 

4*34 

4.85 
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The simplest type of these preference stocks is the simple 
unadorned preferred stock; it is preferred over the common as 
regards the payment of dividends but beyond this there are no 
other preferences or frills. The preference consists merely of 
the promise on the part of the corporation to pay the preferred 
shareholder dividends before the payment of dividends to the 
common shareholder. And in return for this preference the 
preferred shareholder is ordinarily limited in the amount of his 
dividends, so that if the corporation is unusually successful he 
may not claim any share of the earnings beyond the fixed rate. 
To insure this fixed rate, even in scant years, he is presumably 
protected by the large investment of the common shareholders, 
which acts as a buffer to insure regular dividends to the pre¬ 
ferred shareholders. Thus, for example, the actual property of 
the International Harvester Company at its formation amounted 
to approximately $126,000,000, against which was issued $120,- 
000,000 stock. Subsequently, after the accumulation of a sur¬ 
plus, the stock was divided into $60,000,000 preferred and 
$60,000,000 common, so that the preferred stock had at least 
an equivalent amount of common stock investment behind it. 

Pseudo-Preferred Stocks.-This in brief was the original 

intent of preferred stock, but during the last quarter century, 
especially in the financing of industrial and public utility enter¬ 
prises, preferred stocks have been used to enlist capital from 
the public on what appear to be liberal terms, in such a manner 
that the control of the enterprise is held by an issue of common 
stock which stands for no investment. Preferred stock, issued 
under such conditions, is merely common stock with all the 
attendant risks and none of the advantages, since the holders 
of the so-called equity stock or the common stock junior to the 
preferred stock have entire control, with no actual investment 
in the enterprise. The simplest case of this character is repre¬ 
sented by a financial plan in which the tangible assets are exactly 
represented by preferred stock and the common stock is issued 
for control purposes only. 

At the promotion of the United States Leather Company 
in 1893, there were acquired approximately $62,000,000 of 
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tangible assets against which were issued $62,000,000 of pre¬ 
ferred stock and $62,000,000 of common stock. During the 
latter part of the period of industrial promotion from 1897 to 
1902 it came to be the regular acknowledged practice, consid¬ 
ered by promoters as conservative, to issue preferred stock to 
the full value of the assets and an equal or greater amount of 
common stock to stand for business goodwill. Extreme cases 
of financial dilution are represented by a few industrial promo¬ 
tions in which the preferred stock had little substantial prop¬ 
erty behind it, and the common stock none at all. Thus the 
Union Bag and Paper Company was organized in 1899, with 
approximately $6,500,000 property. Against this was issued 
$11,000,000 preferred and $16,000,000 common stock. In 
neither the sole leather nor paper bag promotion could it be 
said that the patents or trade marks had any substantial value. 

Fundamental Legal Import.-The legal status of the pre¬ 

ferred stockholders is always to be borne in mind. From the 
legal point of view it should be remembered that a preferred 
shareholder is just as much a shareholder, in contrast to the 
creditors of the corporation, as the common shareholders. The 
only distinction of his position lies in the explicit provisions of 
the articles wherein his preferences and limitations are enumer¬ 
ated. These articles are included in the original articles of 
incorporation or bylaws, or are represented by a vote of the 
shareholders of the corporation. They represent, in effect, a 
contract between the corporation and the preferred share¬ 
holders ; and any rights which the shareholders think they 
possess, distinct from their rights merely as common share¬ 
holders, must be explicitly expressed in this contract.® 

Conditions of Issue—Four Ideas. -The conditions and 

limitations embodied in the contract covering the issue of pre- 

* The provisions necessary to protect preferred stock, from the investor's 
point of view, have been discussed many times. S. A. Anderson, a New York 
investment banker, outlined a series not unlike those suggested in this chap¬ 
ter. 11 The difficulty in Mr. Anderson's set of provisions, as in most, is that 
the value of the preferred stock may be lessened or destroyed by the uncon- 
trolled co ntracting of current debt. 

11 Anderson, S. A., Provisions of Industrial Preferred Stocks, 6 Harv. Bus. Rev. 3a 
(October, 1927). 
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ferred shares may be grouped, roughly, around four central 
ideas. There are first, those conditions having to do with the 
redemption of the preferred shares either under prearranged 
conditions or at the liquidation of the corporation and closely 
allied with these conditions of redemption or retirement is the 
statement of the lien of the preferred stock in case the corporate 
assets are sold under an order of the court or otherwise dis¬ 
posed of. There are secondly, those conditions having to do 
with the lien on earnings. There are again, those conditions 
having to do with the protection of the outstanding preferred 
stock from future issues of other securities having a lien on 
assets or earnings superior or parallel to it. Finally, there are 
those conditions having to do with the participation of the 
preferred stock in the management of the corporation. All 
privileges and limitations of preferred shareholders come under 
one or another of these categories. A detailed consideration 
of these contractual provisions is quite as significant from the 
investment point of view as from the legal or economic. 

It is, however, extremely important to use certain terms 
in connection with the retirement of preferred stock in an un¬ 
equivocal sense. 11 

Redemption of preferred stock implies the existence of a 
clause in the contract by which the preferred stock may be called 
for payment by the corporation on its own initiative. Some¬ 
times the redeemed preferred stock is retired and ceases there¬ 
after to appear on the balance sheet of the corporation. Some¬ 
times the redeemed preferred stock is held in the treasury as 
a treasury asset; and sometimes the redeemed preferred stock 
is held as an asset in the sinking fund created for the purpose 
of redeeming the preferred stock. 

Retirement of preferred stock connotes the acquisition of 
the preferred stock, either by redemptions or outright purchase 

* Berle has drawn attention to an important set of distinctions in the use 
of words. 13 The distinctions in the text above do not coincide exactly with 
Berle’s distinctions. A unanimity of usage is perhaps not so important as an 
exact understanding of the usage. 


** Berle, A. A., Jr., Materials in the Law of Corporation Finance, page 57 s (i9*9>- 



CORPORATION SECURITIES 


ISO 

on the open market, and its extinction, so that it no longer ap¬ 
pears on the balance sheet. 

Purchase of preferred stock involves, as the name implies, 
merely the acquisition of preferred shares by means of available 
cash funds. Ordinarily this is done only when there is a sur¬ 
plus available for this purpose. 

A Study of Cases -Any study of the conditions or limita¬ 

tions under which preferred shares have been in the past issued 
and are being issued at the present must be based on a statistical 
examination of actual cases. Such an examination has been 
undertaken at four different times with slightly different pur¬ 
poses in view. 13 In June, 1916, just prior to the numerous 
issues of wartime preferred stocks, a tabulation and comparison 
of all the preferred stock issues then listed on the New York 
Stock Exchange was undertaken. Owing to the date selected 
the numerous “war industrial” preferred stocks and those issued 
after the Armistice were not included, so that the study might 
he said to be indicative of pre-war practices governing pre¬ 
ferred issues. 1 Later, in June, 1920, a special study was made 
of the post-war industrial preferred shares. This was confined 
to 100 typical issues, both large and small, created in the year 
and a half after the Armistice (November 11, 1918, to May 
11, 1920) for the purpose of securing additional capital for 
expansion. They were, therefore, typical of what one might 
call post-war finance. In 1925 a general study of 361 preferred 
stocks was prepared. This included stocks, both listed and un¬ 
listed, of well-known corporations, all issues being in excess of 
$1,000,000. 14 Finally in 1930 a study was made of over 2,000 
preferred and Class A industrial and public utility stocks issued 
between 1925 and 1930. Of these, 1,048 provided enough ma- 

1 The study comprised 41 preferred issues of 35 railroads and 87 preferred 
issues of 80 industrials. Not enough preferred issues of public utilities were 
then listed on the New York Stock Exchange to make a statistical study of 
them of significance. 


1S There was an early discussion of preferred stock rates and limitations in 66 Chron, 
804, 83s (1898). 

u Tohnson, A. B., Bights and Limitations of Preferred Stockholders, Harvard Graduate 
School of Business Administration (10^5). 
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terial so that definite correlations were possible . 115 The generali¬ 
zations suggested in the remainder of this chapter are based 
upon the results of these studies, comprising detailed correlation 
of 1537 preference issues. In addition to these major studies, 
there were made numerous special statistical studies covering 
particular and unusual features of preferred stock issues. 

Lien on Assets.-It is customary to include in the conditions 

under which preferred stock is issued, the provision that it 

shall be entitled to a lien amounting to its own par value- 

and sometimes an additional premium-on the assets of the 

corporation ahead of the common stock, in case it is necessary 
to close out the business. If the preferred stock contract con¬ 
tains no provision specifying the manner in which holders shall 
be treated in case of liquidation, the assumption to be made is 
that the common and the preferred stockholder shall be treated 
alike. In that case the assets would be evenly divided among 
holders of the stocks. But this presumption may cause much 
confusion, especially if the net corporate assets exceed the 
aggregate par value of both the preferred and common stocks . 5 
Ordinarily, however, it is deemed an advantage for the pre¬ 
ferred stock to be fortified with the “preferred assets” clause, 
as the belief has become current-unfortunately a belief gen¬ 
erally well founded-that the common stock of most corpora¬ 

tions has little property behind it in case of the liquidation of 

J When the American Sugar Refining Company was organized in 1891 the 
present wide variety in treatment of preferred shares was neither understood 
by the legal fraternity nor recognized as expedient by the business executives. 
Consequently the conditions defining the American Sugar Refining Company’s 
preferred stock were of the simplest kind, and no reference was made to the 
possible redemption of the preferred shares or their preference at the time of 
the liquidation of the corporation. When later, in 1914, it was suggested that 
the American Sugar Refining Company might be compelled to go into liquida¬ 
tion as a result of the government’s dissolution suit, it was an open question 
whether the assets would be divided evenly, or the preferred stockholders 
would receive the par value of their shares and the remaining assets be divided 
among the holders of the common stock. In this instance it was of advantage 
to the preferred stockholders to have the assets divided evenly among all 
classes, as the American Sugar Refining Company owned property of a value 
in excess of the total par value of its shares. 


Wilson, S. S., ibid. 
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the corporation. This preference pertains to the vast majority 
of preferred shares of industrial corporations issued within the 
last 20 or 25 years and exists in about two-thirds of all the 
issues now outstanding-. It is far less common in railroad and 
public utility issues. Even in the years before the industrial 
reversal of 1930, when much was made of protecting the in¬ 
vestor, priority to assets was given to hardly more than half 
the utility preferred issues. 

These generalizations are based on the following facts : 
In the June, 1916, study (pre-war listed preferred stocks) it 
was explicitly stated in 4, out of 41 railroad preferred stocks 
(almost 10% of the cases) that the preferred stock had a prior 
claim on assets. Most of these railroad preferred stocks were 
issued at the time of reorganization following failure and the 
preferred shares were forced on the old security holders. Pro¬ 
visions that would make the stock more attractive to investors 
were, therefore, neither necessary nor expedient. Of the 87 
industrial preferred issues 56 or 649k were specifically assigned 
priority of assets. The greater part, about 8o%, had been 
issued after 1898 and had been sold originally to investors. 
The asset-preference was, therefore, an added inducement to 
the prospective buyer. 

In the study of 100 industrial preferred stocks, issued to 
secure new capital in the year and a half following the Armi¬ 
stice, all were preferred over the common stock so far as the 
assets of the corporation were concerned. 

In the 1925 study the following results were shown : 

Number with 

Priority Per 
Totals Clause Cent 


Railroads . 47 n 23 

Public Utility. 49 19 39 

Industrial . 165 142 86 

Totals.261 172 66 


In the 1930 study of 708 industrial and 340 public utility 
preference shares (1,048 in all) issued 1925-1930, the follow¬ 
ing results are shown : 
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Preferred 

Shares 



Class A 
Stocks 

A 


Both Preferred 

and Clash A 



Number 


/■ 

Number 

% 

Number 

- N 



with 



with 


with 




Priority 

Per 


Priority 

Per 

Priority 

Per 


Total 

Clause 

Cent 

Total 

Clause 

Cent 

Tocal Clause 

Cent 

Public Utility. 



65.3 

39 

1 5 

386 

340 234 

6 7-7 

Industrial .. 

. 543 

5 1 0 

93.8 

165 

1 x 1 

67.3 

708 621 

87.8 

Total .. 


70 s 

835 

204 

1 26 

61.7 

1,048 855 

81 .5 


Degree of Preference. -The degree of preference of pre¬ 

ferred shares at the time of voluntary liquidation varies accord¬ 
ing to the period of original issue and the kind of industry in 
which the corporation operates. Among railroads the provi¬ 
sion that the preferred shares shall be paid in full before any 
distribution is made to the common shareholders, in case of 
liquidation, is relatively rare. In fact, this clause of the pre¬ 
ferred stock contract may be said not to exist in railroad pre¬ 
ferred shares originally issued before 1900. It is a provision 
that is supposed to improve the investment character of the 
preferred stock and as railroad preferred shares were in most 
instances forced on the holders of bonds, floating debt, or old 
stock at the time of reorganization, no special privileges or 
explicit safeguards were attached to them. On the other hand, 
most industrial and public utility preferred stocks were issued - 
to be sold to the public and many special preferences were at¬ 
tached to them in order that they might appeal to investors. 
Preference as to assets, in case of voluntary dissolution, was 
one of these. This general difference between railroad pre¬ 
ferred stocks on the one hand and industrial and public utility 
preferred stocks on the other will appear at many points in this 
chapter. 

In the earlier issues that give the preferred shares a specific 
preference over the assets there seems to be no distinction 
between the treatment at the time of failure and at the time of 
voluntary dissolution. After 1900 the distinction was made 
with increasing frequency. 

In the study of 100 industrial preferred stocks, issued to 
secure new capital in the year and a half following the Armi¬ 
stice, it was found that all, without a single exception, were 
preferred over the common stock in case of voluntary disso- 
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lution but not necessarily in case of dissolution following 
failure. 

In the study made in 1925 the following is the result : 


Preferred Over 
Common in Case 

of Voluntary Per 

Total Liquidation Cent 


Railroads . 47 13 28 

Public Utilities . 49 20 40 

Industrials. 165 156 93 

Totals . 261 189 73 


In the 1930 study 83^? of the industrial preferred issues 
and 77% of the industrial Class A. issues were preferred in 
case of voluntary dissolution. Also 80% of the public utility 
preferred issues and 77% of the Class A issues had the same 
preference. The proportions are therefore quite uniform. 
Altogether the results are as follows (List includes both public 
utility and industrial issues) : 


Preferred Stock 
Preferred in case 
of voluntary liquidation 
(over common) 

Total Number Per Cent 
844 690 81.8 


Class A. Stock 
Preferred in case 
of voluntary liquidation 
(over common) 

_ A 

Total Number Per Cent 
204 158 77*4 


Both Classes 


Total Number Per Cent 
1048 848 80.9 


Particularly in* the industrial preferred issues of the last 
few years a provision has been inserted giving these shares an 
especially liberal value in case of voluntary dissolution. Not 
only can the preference stockholder claim accrued dividends 
before the common stockholder but he is given, quite fre¬ 
quently, an additional bonus. This bonus runs from 2 ^, with 

a maximum frequency at 10% and an extreme limit-by no 

means infrequent-at 125%. As this bonus is usually the same 

as the redemption premium, the details may well be postponed 
to the discussion of the redemption of preferred stock. 

The provision that the preferred stockholders shall receive 
the full par value of their stock in case of liquidation, appears 
at first glance to be a protection of great moment. It is interest¬ 
ing to observe that because a preferred stock issue has, by con¬ 
tract right, a priority over the assets of a corporation, it cannot 
claim a right-which it would possess by virtue of the mere 
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fact that it is a stock-to subscribe to subsequent issues of com¬ 

mon stock. In other words, the contract right of a priority to 
assets over common stock destroys the preemptive right of pre- * 
ferred stock to participate in future issues of stock. This is 
because the right to subscribe to later issues of common stock 
is a preemptive right of the shareholder to preserve his pro¬ 
portional interest in the assets of the corporation. 10 But if his 
interest in the assets of the corporation is defined and limited 
by contract, he is estopped from claiming a right to protect his 
interest by further purchase of stock. A corporation does not 
liquidate its property unless it is in severe straits, and after 
every possible means for continuing the business has been 
exhausted. Long before that time, the assets of the corpora¬ 
tion have probably been pledged or mortgaged or remortgaged 
and securities of all forms have been placed ahead of the pre¬ 
ferred stock ; so that when, finally, the point of liquidation is 
reached there are no assets left for either preferred or common 
stockholders. But the course of disaster ordinarily does not 
run to this length. Before the affairs of the company get to 
such straits that liquidation is imminent, the men in control have 
either had receivers appointed or else have themselves proposed 
some plan of reorganization. In either case, the preferred 
shareholders are compelled to undergo a part of the sacrifices 
necessary to rehabilitate the corporation. Their superior posi¬ 
tion over the holders of the common stock will rest mainly 
on the skill with which a committee, appointed to protect their 
rights, can plead their cause at the time of the general financial 
readjustment. Experience has shown that in the majority of 
both industrial and railroad reorganizations the advantages of 
the preferred stockholder over the common stockholder are 
insignificant. 

It has been said that the provision that the preferred stock 
shall be paid at par in case of liquidation, protects the preferred 
stockholder from a raid by financial pirates who might acquire 
low-paying common stock, and through control of the corpora¬ 
tion sell the assets for less than they were worth to a new 

1# Gen. Inv. Co. v. Bethlehem Steel Co., 88 N. J. 337 (1917). 
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corporation organized to purchase them. 17 Under these circum¬ 
stances the preferred stockholders would be defrauded. But 
such a case is almost impossible of occurrence, since the courts 
would either enjoin such a course or else sanction the appoint¬ 
ment of a receiver who would administer the assets of the cor¬ 
poration under the jurisdiction of the court. On the whole, 
therefore, one must conclude that the inclusion of a provision 
protecting the preferred stockholders in case of liquidation is 
of more apparent than real significance. 

Redemption.-Akin to the provision for the payment of the 

preferred stockholders in case of liquidation is that enabling 
the directors of the corporation to retire or redeem the pre¬ 
ferred stock if they so desire. The redemption or purchase by 
the corporation of its shares has now become of frequent occur¬ 
rence. But it is contrary to the early decisions of the courts/ 8 
for it absorbs some of the capital fund, with which the corpora¬ 
tion is supposed to be carrying on its business and thus works 
an injustice to creditors. It is also contrary to the fundamental 
conception of capital stock as the representation of the economic 
capital of the corporation, the substance of itself, as it were. 
And in accordance with this theory many legal authorities have 
denied the right of directors to authorize the purchase of corpo¬ 
rate shares, even though fortified by enabling statutes. ‘The 
fact that such a transaction may not necessarily be injurious to 
any person is not a sufficient reason for supporting it. It is con¬ 
trary to the fundamental agreement of the shareholders, and is 
condemned by the plainest dictates of sound policy. To allow 
the directors to exercise such a power would be a frightful 
source of unfairness, mismanagement and corruption .” 19 

But this legal theory, sound though it may seem, has been 

generally honored in the breach. Many states-New York and 

Delaware, for example—expressly permit a corporation to 

1T Mead, E. S., Corporation Finance, 97 (1915). The writer does not cite any instance 
in which such a fraud has been perpetrated on the preferred stockholders, and represents, 
probably, an imaginary difficulty proposed by some one unfamiliar with actual conditions. 
The comparatively large number of preferred stocks which are not preferred as to assets, 
would have given ample opportunity for such a case to occur were it at all likely to be fre¬ 
quent in American finance. 

18 Leading early case Crandall et al. v. Lincoln et al., 5a Conn. 73 (1884.). 

19 Morawetz on Corporations, Vol. 1, Sec. 12. 
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acquire its own shares. Sometimes, as in the case of both New 
York and Delaware, the statutes prescribe that the purchase 
must be made out of surplus; and in any case there must be no 
tincture of partiality or fraud. 20 Court decisions in other states, 
too, where there may exist no specific permissive statute quite 
generally approve stock purchase by a corporation, provided, 
as stated above, there is no fraud or unfairness perpetrated on 
creditors or non-selling stockholders. Instances even exist 
where the court has enforced the contract right of a preferred 
shareholder to sell his stock to the corporation. 21 

Probably the chief reason for the acquiescence of legal 
authorities to a principle wrong in theory is the existence of 
preferred shares. And with the existence and even the statu¬ 
tory encouragement of the issue of preferred stock came a 
practical acknowledgment, quite apart from the legal implica¬ 
tions, that preferred shares partake somewhat of the nature of 
quasi-obligations, having a practical status in the investment 
world quite different from that of the common stock. In other 
words, although in no legal sense obligations of the corporation, 
they are nevertheless held by individuals who stand remote from 
the management of the corporation. The courts acknowledge 
as a practical matter that these individuals look upon their pre¬ 
ferred shares as a source of regular income rather than as in¬ 
volvements in the risks of the business as legal implications 
of their stock ownership requires. And while not giving to the 
preferred stockholder the status of a creditor, the courts have 
recognized that the corporation ought to regard these stock¬ 
holders as investors rather than as partners ; and if this respon¬ 
sibility is imposed on the corporation, the corporation itself, as 
an implication of this responsibility, should have the right to 
pay off the preferred share investors, when financial and ope¬ 
rating conditions prescribe such a course as expedient. In other 
words, the states by their enabling statutes, and the courts by 
their decisions permitting corporations to redeem their stocks, 
have merely recognized the present-day practical fact that pre- 

20 Bergrer v. TJ. S. Steel Corp., 63 N. J. Eq. 809; General Inv. Co. v. Am. Hide & 
Leather Co., 98 N. J. Eq. 336 (1925). 

ax "Weiterfield-Bonte v. Burnett, 176 Ky. 188 (1917). 
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ferred stock has a different investment status from common 
stock. It is a case where legal theory bows to the inevitable 
exigencies of a practical business world. 

Redemption by the corporation is an important provision in 
case the preferred stock possesses voting power and there is 
a struggle between conflicting interests for control, or in case 
the preferred stock is protected by provisions which restrict 
the directors in some important respect. 

The former case is well illustrated by certain events pre¬ 
ceding the formation of the Northern Securities Company. At 
that time the men in control of the Union Pacific Railroad and 
those in control of the Great Northern were striving to purchase 
in the open market a controlling interest in the Northern Pacific 
Railroad. The latter had outstanding issues of preferred and 
common stock. The Union Pacific group succeeded in securing 
a bare majority of the outstanding shares, but this majority 
was made up largely of the preferred. No one realized at the 
time that the preferred stock could be retired, but it was dis¬ 
covered too late that the Great Northern group, which then 
controlled the Northern Pacific Company's directorate, could 
retire the preferred stock at par, thereby assuring to themselves 
control of the road through the control of the common stock. 22 
The provision permitting the redemption of the preferred stock 
is rare among railroads, more common among industrial enter¬ 
prises, and very common among public utility companies. One 
may say that nearly all the preferred stocks of public utility 
companies issued since 1908 contain a provision for redemption 
and such a provision is now commonly attached to the pre¬ 
ferred stock contract of any new company. Of the 301 pre¬ 
ferred issues of public utilities (1925 to 1930) 96.5^ were 
callable; of the 543 issues of industrials 94.5 ^0 were callable. 
The percentage was not nearly so high for Class A shares. 23 
The change is accounted for by the fact that promoters are 

22 Meyer, B. H., BTistory of the Northern Securities Case, 142 Bull. TJniv. of Wisconsin 
(July, 1906). The particular phase of Northern Bacific preferred stock retirement is quoted 
by Ripley, W. Z., Railroads, Finance and Organization, 49s (1915); and Mitchell, T. W., 
The Growth of the Union Bacific and Its Financial Operations, 21 Quart. Jour. Econ. 569 
(1907). 

22 Wilson, S. S., ibid. 
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becoming more conscious of the shifting sands on which finan¬ 
cial structures are reared and do not want to allow prior liens to 
pass beyond recall. At all events, the redemption privilege 
gives the corporation a call on its preferred stock which lessens 
by just so much the influence of the preferred stockholder in 
its affairs. 

The early railroad preferred stocks are less frequently re¬ 
deemable than those of other corporations, and when they can 
be called, the redemption rate is ordinarily par. Of late years, 
however, a redemption clause is more frequently added and 
the redemption rate tends also to be par. k The redemption of 
most industrial preferred shares involves the payment of some 

premium-10% being the most frequent-although redemption 

premiums of as high as 25% are not unusual and one or two 

cases of a premium of 140% exist-the United Cigar Stores 

Company. The earlier public utility issues-especially those of 

local operating companies-were ordinarily not redeemable, but 

practically all recent issues have the redemption provisions. 
Among public utility corporations the redemption premium is 
usually lower than with industrials, although the most frequent 
premium is here also io%. 1 As a whole, the preferred stock 
premium is somewhat higher than the premium necessary to 
redeem bonds, on the presumption that the preferred stock¬ 
holder owns a permanent investment for the surrender of which 
he must be well compensated. Quite generally the redemption 
premium is the same as that to which the preferred stockholder 
is entitled in case of liquidation, but it is sometimes higher. m 

* Wabash Railway Preferred “A” was one of the very few exceptions. 
This was callable by the company at $110 a share within five years of date 
of issue. The present Wabash Railway was incorporated in 1915, so that, as 
an exception to the rule, it merely shows the tendency to attach a premium to 
the redemption privilege of recently issued preferred stocks. Furthermore, 
the preferred stock of the Nickel Plate, issued in 1923 to be sold to investors, 
is redeemable at 110. 

1 Extremes are to be found. For example, the preferred stock of the 
Canton Electric Company, a subsidiary of the American Gas and Electric 
Company, is redeemable at 120% in case of liquidation. 

m For example, the preferred stock of the Dominion Coal Company is 
entitled to 115% in case of liquidation, but is redeemable at 125%. The Fisk 
Rubber Company’s preferred shares were redeemable at 120 %, but entitled 
only to par if the company were forced to liquidate. Such a distinction is of 
most frequent occurrence among industrial preferred shares. 
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Unless business conditions become radically different from 
those existing when the preferred stock was created, corpora¬ 
tions seldom exercise the redemption privilege. Sometimes, it 
is true, a boom in an industry may require an entire rearranging 
of the capitalization. This was exactly the situation that 
occurred in the years 1927 to the close of 1929. In the last 
years of the Great War and in the period immediately following, 
industrial corporations had issued large amounts of preferred 
stock to secure the additional capital necessary to pay the costs 
of expansion. And again in the period 1921 to 1924 many 
industrial corporations, embarrassed by the 1920 decline in 
inventories and in the volume of business, had issued preferred 
stock to avoid serious financial difficulties. From 1927 to the 
close of 19:29 it became increasingly easy to sell common stocks ; 
and these common stocks could be sold at prices such that the 
return to investors from the prevailing rates of dividend was 
conspicuously less than the promised return on the preferred 
shares of the same company. In other words, even with the 
high premium to be paid in the redemption of the preferred 
shares it was actually cheaper for the company to sell common 
shares at the prevailing inflated prices and retire the preferred 
shares. Not only would less money have to be paid out in 
dividends, but there was also a gain in the simplicity of the 
financial structure. And in addition to the saving in dividend 
disbursement, a place was left so that a prior lien stock could 
thereafter be issued.” Other reasons, too might be cited to indi- 

“ The General Asphalt Company was organized in 1903 as a reorganization 
of certain enterprises engaged in the mining and refining of asphalt and in the 
laying of asphalt pavements. 24 Subsequently, the company developed petro¬ 
leum wells on its asphalt concessions. During the intervening years down to 
I 93 I the company had been consistently successful. At the time of reorgani¬ 
zation there was created a preferred stock which contained the unusual pro¬ 
vision that directors were liable for debts contracted in excess of 15% of the 
outstanding preferred stock. This was redeemable at 110%. In September, 
1929, after several very prosperous years in which an earned surplus of up¬ 
wards of $8,000,000 had been acquired, the stockholders authorized a refinanc¬ 
ing plan among the provisions of which was the exchange of the preferred 
stock for new no par common stock at the ratio of 1 1 / 2 , new common shares 
for each share of preferred. And any preferred stock not exchanged was 
redeemed at $110 a share. 

Dewing, A. S., Corporate Promotions and Organizations, Chapter XVI (1914). 
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cate the advantage to the corporation of a redemption clause, 
and the fact remains that it is inserted in practically all present- 
day issues. 

The provision allowing redemption has gone through an 
evolution similar to that of the other preferences. This appears 
from the results of three studies, 25 covering the redemption 
clauses of preferred shares in the period from 1916 to 1932, a 
summary of which is presented below. 


Table I. 1916 Study of i28 Listed Preferred Issues 





Total 

Redeemable 


Railroads . 



. 41 

9 

22% 


Industrials.. _ 



. 87 

3 i 

Issues 

36% 


Table II. 

1925 Study 

of 247 

Preferred 





Total 

Redeemable 


Railroads .. . 



. 47 

21 

45% 

47% 


Public Utilities. . . 



. 49 

2 3 


Industrials . 




108 

67% 



Rates of 

Rede m pt ion 




Par 102 

102^ 105 

10 7 */* 

no n 2y?z 

115 120 

125 

140 

Railroads ... 8 1 

Public 

0 3 

I 

5 0 

3 0 

0 

0 

Utilities . . 0 O 

0 1 

O 

9 1 

9 ^ 

1 

0 

Industrials . . 6 0 

1 7 

O 

33 1 

25 15 

19 

1 

Table III. 

1931 Study 

OF 942 

Preferred 

Issues 






Total 

Redeemable 


Railroads. 



...... 93 

38 

40% 


Public Utilities . . 



. 317 

264 

83% 


Industrials. 



. 532 

377 

70% 



Rates of Redemption 

Par 102 105 107no 115 120 125 135 140 145 175 Misc. 


Railroads . 16 1 6 1 8 4 o o o o o o 2 

Public Utilities. 8 o 45 20 1 22 34 13 2 o o o o 20 

Industrials. 7 o 55 14 146 53 2 4 13 =* 1 1 * 50 


In the 1931 study special tables were prepared covering the 
redemption rights of both listed and unlisted preferred issues. 
There was little difference in the two lists, and one must con¬ 
clude that listing has no effect upon the frequency with which 

25 Johnson, A. B., op, cit,; Vose, P>. H. G., A Study of the Redemption Features of 
Preferred Stocks, Harvard Graduate School of Business Administration (1931) ; Sum¬ 
mers, C.. op, cit. 
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the provision of redemption appears, or on the rates of re¬ 
demption. 

Compulsory Redemption Clause. -The last step in giving 

preferred stocks priority over the common shares, from the 
standpoint of corporate assets, is the compulsory redemption 
clause contained in many current preferred stock issues. 0 This 
requirement is usually called the “sinking fund*’ from a seem¬ 
ing analogy to the sinking fund provision of bond issues. Such 
a provision was practically unknown in preferred stock issues 
down to 1910; it occurred with increasing frequency during the 
period of the Great War and became very common among pre¬ 
ferred stock issues brought out immediately after the Armistice. 
During the period from 1920 to 1923 the obligation of meeting 
a compulsory periodic sinking fund became burdensome and 
frequently disastrous. Consequently, in the more recent pre¬ 
ferred stock issues it has been used less frequently and only 
rarely with the Class A stock issues. 

Of the 1,048 preferred and Class A stocks issued 1925 to 
*93° the following results are shown: 

Preferred Stock Issues Class A Issues 

Total With Total With 


Sinking Fund Sinking Fund 

Public Utility.301 7 2.3^ 31 1 (only) 

Industrial . 543 295 56.2% 165 17 40.9% 


Besides constantly decreasing the proportion of preferred 
stock liability standing against the available assets, such a retire¬ 
ment fund provision stimulates a market for the preferred 
stock in so far as the company itself is forced to purchase each 
year some of the stock. This is especially important to the 

0 The compulsory redemption of preferred stock is not as recent an inno¬ 
vation as some bankers and students have implied. In 1855 the Statutes of 
Massachusetts provided for the creation of “special stock” the holders of 
which “shall be entitled ... to be redeemed in full.” 20 It is interesting to 
note that the preferred stockholders were exempt from liability for the cor¬ 
porate debts, but the common stockholders were liable, personally, for the 
corporate liability to redeem the preferred stock according to the contract. A 
similar provision was included in many of the National Hank preferred stocks 
issued as a result of the March, 1933 legislation. 


Mass. Stat. 1855, c. ago. 
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investor in small issues of preferred stock which would have, 
under ordinary circumstances, a limited and narrow market. 
The annual retirement fund of these modern preferred stocks 

is determined by one of three provisions-a percentage of the 

net earnings, p a percentage of the total outstanding preferred 
stock or a definite par value of stock. Q By the operation of 
any one of these provisions the preferred stock is gradually 
retired, provided, of course, the corporation is successful. 1 * But, 
as a matter of fact, as long as the corporation is successful and 
able to carry out the provisions of the sinking fund, the retire¬ 
ment of the preferred shares carries with it no particular advan¬ 
tage to the investor, and may involve hardship to the corpora¬ 
tion. 

Great care should be exercised by the legal counsel in draft¬ 
ing the provisions of the preferred stock contract covering re¬ 
demption, so that the periodic redemption of preferred stock is 
clearly understood to be either fixed and enforceable under all 
conditions of corporate success or failure, or enforceable only 
if there is a fund of net earnings or surplus. The distinction 
is vital. In the former case, the preferred stock issue is little 
else than an issue of serial debenture bonds. Redemption is a 

p In more than 50 %> of the cases studied of preferred issues brought out 
prior to the Armistice, the percentage was 15%- Very often there is both a 
lower and an upper limit, and often the percentage of net earnings that must 
be set aside increases as the net earnings increase. The Willys Corporation 

contract provided for 10%-after preferred stock: dividends-on earnings not 

in excess of $3,000,000 ; 5% on the next $3,000,000, and 3 % on the balance in 
excess of $6,000,000. 

a In extreme cases this operates to retire the whole of the stock within a 
short time. Such an agreement on the part of the corporation would hardly 
constitute a prior lien on the assets in case of failure, however. In a few 
cases the provision is strengthened by an independent guarantee, and this 
guarantee could probably be enforced against the guarantor, provided the latter 
were solvent. 27 Thus the Winnsboro Mills agreed to retire $500,000 of its 

preferred stock each year from 1922 to 1926, and $1,500,000-all that would 

remain-in 1927 and the execution of this part of the preferred stock contract 

was indirectly guaranteed by the United States Rubber Company. 

r In spite of an explicit obligation to redeem preferred stock, it is doubtful, 
although no case can be cited, whether the corporation can be forced to redeem 
stock if in so doing its capital is impinged upon. In one case the court states 
explicitly that payment of dividends on the preferred stock and the redemp¬ 
tion by the corporation can come only out of surplus. 88 

87 Westerfield-Bente v. Burnett, 176 Ky. 188 <1917). 

38 Hazel Glass Co. v. Van Dyk et al., 8 Fed. (ad) 716 (1925). 
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fixed obligation. It must occur whether or not there are profits 
or surplus or available funds. In the latter case, periodic re¬ 
demption of the preferred stock is dependent on an available 
surplus and no action could lie against the corporation until it 
could be shown to have a surplus. For the purposes of market¬ 
ing the preferred shares, the language of the redemption clause 
is usually made so vigorous that a fixed obligation is created. 
If this is the price that the corporation is forced to pay in order 
to “market” its preferred shares there may be no other alter¬ 
native, but the directors should recognize fully that a rope is 
being put about the corporation's neck. It has assumed a fixed 
obligation which can be enforced in the courts; it has agreed to 
change gradually a group of proprietor owners into creditors. 

All things considered, the greatest advantage to the investor 
of stock redemption is the reliable market which it creates for 
the absorption of small amounts of preferred stocks. And this 
advantage is shared by the issuing investment banker as the 
regular redemption of preferred stock supplies a market for the 
small amounts of stock he is forced to buy back from his 
customers. 

Dividend Rater- —On the surface the provisions affecting the 
dividend, the second class of conditions surrounding the issue 
of preferred stock, are of most importance. These conditions 
usually define: (i) what the fixed preferred stock dividend 
rates shall be; (2) whether or not the dividend payment shall 
be cumulative, that is, payable later if omitted in any one year; 
and (3) the rights, if any, of the preferred stockholders to an 
increased dividend. 

It is difficult to make general statements covering preferred 
stock dividend rates, but as a rule they vary according as the 
corporation is engaged in the railroad or the public utility or 
the manufacturing business. Except in the group of railroad 
preferred stocks the fixed dividend rate is usually higher than 
the interest rate on bonds, even though there exist no bonds 
ahead of the preferred stock. This fact is based on the well- 
established theory that the preferred stockholders, being part 
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ners and not creditors of the enterprise, are entitled to a larger 
return than creditors. Their stock involves a greater risk. 

Railroads. As the preferred stocks of railroads have, in 
the vast majority of cases, arisen at times of reorganization or 
financial readjustment, the preferred dividend rate is usually 
low. These stocks were issued as expedients and forced upon 

holders of well nigh worthless securities-hence there was no 

need to make them attractive investments. The preferred .stock 
issues of the great railway systems, reorganized in the middle 
nineties, had fixed dividend rates seldom exceeding 4%, and 
the average rate of preferred stocks of railway, as a class, 
although increasing somewhat with the later issues, is much 
lower than the rates on public utility and industrial companies' 
preferred stocks. 

There are the usual number of exceptions to this statement. 
There are high preferred stock dividend rates on some of the 
issues of the Boston and Maine Railroad. These are explained 
by the fact that they are refunding issues given in exchange 
for old leased line guaranteed stocks bearing high rates. As the 
preferred stocks of railroads are, for the most part, the by¬ 
product of reorganizations, the rate in each case is to be ex¬ 
plained by a special circumstance. 

Various statistical studies have been made covering railroad 
preferred shares. In 1916 a study of 41 listed railway pre¬ 
ferred issues, comprising all the larger better known roads of 
the pre-war period showed the following results. 

Under 4% 4% 5% 6% 7% Over 7% 

o 23 11 3 5 o 

A similar study was undertaken in 1931 to include all the 
railroad preferred stocks, both listed and unlisted ; and to make 
this study comparable with the previous study of listed railway 
preferred stocks, the issues were grouped in two periods, those 
originating before 1916 and those since 1916. 29 There were 
189 issues studied. Of these, 5 could not be used because of 
some ambiguity. Of the remaining 174 issues 114 belonged to 

89 Toomajian, L. E., Railroad Preferred Stock Dividend Rates, Harvard Graduate 
School of Business Administration (1931). 
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the period prior to 1916 and 60 to the period from 1916 to 
1932. 30 The following- tables indicate the dividend rates for 
the period. 

(a) Before 1916 (114 issues) 

Under 4% 4% S% 6% 7% Over 7^0 
o 34 38 23 18 1 

Average rate 5.26% 

(t>) 1916 to 1932 (60 issues) 

Under 4% 4 % 4^% 5% 6% 7% Over 7% 

1 01 13 29 1 13 2 

Average rate 6.01% 

Public Utilities. Preferred stocks among public utility 
companies have come into existence very largely since the de¬ 
pression of 1903. These are for the most part of two classes 

-those issued by operating companies, and those issued by 

holding companies. Promoters of public utility operating 
enterprises retain for their services the entire common stock. 
They have therefore insisted on selling to the public a sufficient 
amount of securities to represent the actual net cost of the 
assets of the corporation. Since they cannot sell enough bonds, 
they therefore issue, in addition to the bonds, enough preferred 
stock to supply the -rest of the money. As these preferred 
stocks are an inferior security, they carry higher rates of 
interest than the bonds. Because of this some investors are 
willing to assume the larger risk.® The other class of public 

* This risk has been gauged somewhat according to the geographical loca¬ 
tion of the company. During the period just prior to the Great War, when 
a large number of the operating company preferred issues were originally 
brought out, a preferred stock of a lighting company, under management 
known to be successful, would probably bear 7% cumulative dividends, if 
located west of Ohio or south of Maryland ; it would probably bear 6^? in 
Ohio, the Middle Atlantic States, or New England, except that preferred 
stocks of Massachusetts companies carried a 59 o o r even a 4% rate. Since 
the Great War, the level of preferred stock dividend rates has risen here in 

the East, so that practically all recently created issues-even those of a few 

of the Massachusetts companies—have been at 7%. This has been due to the 
realization on the part of the eastern investors that the public utility develop¬ 
ments in the newer parts of the country, on account of the greater possibility 
of intensive development, afford on the whole greater security than preferred 
stock issues of companies located in the northeast. 

*° Although the study itself ended with December 31, 1030, a subsequent study was 

made of all preferred issues in 1931. There were no new railroad preferred issues in that 
year. 
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utility preferred stocks, those of holding companies, are issued 
to supply the capital necessary to acquire control of local ope¬ 
rating companies. The bonds and usually the preferred stocks 
of these local enterprises are allowed to remain outstanding, 
so that, owing to the extent and variety of the claims to earn¬ 
ings that have precedence over them, such preferred stocks are 
highly speculative. At the same time, they represent a well- 
diversified investment, drawing their income from many and 
widely separated localities. As a general thing, the dividend 
rate of these preferred stocks is 6or 7With a market 
value ordinarily less than the par value, the yield to the investor 
has tended to be considerably greater than the yield on the 
preferred stocks of local operating enterprises. In the period 
following 1930 dividends were stopped on a large proportion of 
these holding company preferred shares, and their precipitate 
fall in values has seriously hurt the future market for the pre¬ 
ferred shares of all utilities. 

Industrials. The preferred stock dividend rates of in¬ 
dustrial enterprises are, as a class, highest. Industrial com¬ 
panies are disinclined to issue bonds. Their managers seek to 
attract public investment capital through the issue of a pre¬ 
ferred stock, and the investment public, conscious of the risks 
of industrial enterprises, demands a large share of the earnings 
in prosperous years to compensate for possible lapses of divi¬ 
dends during times of scant profits. When industrial pre¬ 
ferred stocks were first extensively issued the promised divi¬ 
dend rate was placed conspicuously high-averaging more than 

7^?. Subsequently, especially after the period of industrial 
promotion following the depression of the middle nineties, the 
preferred stock dividend rates on industrials averaged some¬ 
what less than earlier; by far the commonest rate was 7^. 
This was due, clearly, to the fact that earlier preferred stocks 
were regarded with marked suspicion by investors, while on the 
revival of business following the financial crisis of 1893, the 
prevalent optimistic feeling toward business induced investors 
to gauge industrial risks less rigorously. As a consequence 
of a changed investment feeling, bankers could successfully 
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distribute industrial preferred stocks with a lower dividend 
rate. 

There have been various investigations covering the dividend 
rates on industrial preferred shares. A random selection of 
15 industrial preferred stocks, all over $5,000,000, issued be¬ 
fore 1897 showed an average dividend rate of 8 . 3 % ; the point 
of greatest frequency was 8 %?, and there was only one with a 
rate less than 7. The following are examples. 

National Starch Manufacturing Company, 1890, 1st preferred 
8 %>, 2nd preferred 12%. 

United States Leather Company, 1893, 8^£>- 

United States Rubber Company, 1892, 8 %. 

Virginia-Carolina Chemical Company, 1895, 8 

Two separate and extended studies have been made of the 
dividend rates of large issues of industrial preferred shares, 
taking $1,000,000 for value as the minimum. The first study 
covered a random selection of preferred issues outstanding 
in 1925. 31 

The second study was made in 1931 covering the period 
from 1926 to 1930 (inclusive), and again restricting the issues 
to $1,000,000 value or more. 32 There were 196. Five more 
were added, covering 1931, thus making the list 201. The 
results are shown in the following tables. 


Dividend rates of industrial issues up to 1923 

Dividend rate. 4 5 6 7 8 9 Total 

No. % No. % No. % No. % No. % No. % No. 

00 5 3 22 13 113 68 22 13 00 162 

Dividend rates of industrial issues 1926—1930 inc. 

Dividend rate. 4 5 6 7 8 9 Total 

No. % No. % No. % No. % No. % No. % No. 

1 .5 84 70 39 101 50 20 10 1 .5 201 

Combination of above 363 industrial preferred issues to 1931 inc . 

Dividend rate. 4 5 6 7 8 9 Total 

No. % No. % No. % No. % No. % No. % No. 

1 -3 13 3-6 93 25.3 214 59 42 1 1.5 1 -3 363 


91 Johnson. A. B., op. cit. Of these there were 161 industrials and a “semi-industrial," 
which was included in the computation, 16a in all. 

*• Warren, P., The Dividend Rates of Industrial Preferred Stocks, Harvard Graduate 
School of Business Administration (1931). Additions by Summers, C. <1932). 
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Another study comprised 543 industrial preferred issues, 
brought out between 1925 and 1930. This study comprised 
preferred issues without reference to size and therefore included 
many of small amounts, of more or less local importance only. 
The issues bearing 7^0 dividends exceeded in number those 
bearing all other dividend rates. 

One should not infer, however, from these studies that high 
preferred dividend rates are obsolete. A rapid surve) r was 
made of every industrial preferred issue, accounted for in one 
of the manuals, on which or more dividends had been paid 

in at least one year from 1920 to 1931. 33 It was found that 
there were 278 such cases, the vast majority being the issues 
of small local or unimportant corporations. 

Cumulative Dividends -The preferred stock dividend is 

cumulative if, when the dividends are passed, the lapsed pay¬ 
ments must be made up before any dividends can be declared 
on the common stock. This cumulative feature of the pre¬ 
ferred stock dividend rate is subject to few generalizations. 
During the earlier period of industrial promotion, prior to 
1893, the dividend rate was more frequently noncumulative, 
as the promoters of these enterprises had serious doubts of 
their promised success and were fully mindful that the earnings 
of manufacturing companies are subject to abrupt fluctua¬ 
tions. 1 Subsequently, in the second period of industrial pro¬ 
motion beginning with 1897, the dividend rate was much more 
often cumulative than noncumulative, owing to a greater con¬ 
fidence in the economies of large-scale production. The pre¬ 
ferred issues created since 1925 have almost invariably carried 
cumulative dividends. 11 Combining this conclusion covering the 

* Of the 15 preferred stocks of industrial companies promoted prior to 
1897 (cited on page 168), seven carried cumulative and eight noncumulative 
dividends. 

” Such generalizations are approximations ; yet they tend to show the in¬ 
creasing confidence in industrial combinations as the movement gained impetus. 
Of the whole group of 165 industrial preferred shares studied in 1925, 135 or 
80% were designated as having cumulative dividends, and 17 as noncumula¬ 
tive, 11 were not clearly described in this particular. Of the 543 industrial 
preferred issues, including large and small issues of local as well as nationally 
known companies (1925—1930), 98% carried cumulative dividends. 

** Wing, r>. F., "Preferred Stocks Paying: 8 % or More in Dividends During the Period 
X9ao—1931, Harvard Graduate School of Business Administration (193a). 
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cumulative feature of preferred stock dividends with that 
already made covering- the rate, one may conclude that in the 
early industrial promotions the preferred stock dividend was 
ordinarily high and noncumulative, while in the later promotions 
it was ordinarily lower but cumulative. 

The cumulative feature was unusual with railroad preferred 
stocks down to 1900. Especially is this the case with railroads 
that underwent reorganization before 1905. As the reorgan¬ 
ization had followed failure, due probably to the payment of 
too heavy capital charges, it was considered inexpedient to 
burden the corporation with dividend charges not fully earned 
in any one period. v Combining this observation regarding the 
cumulative feature of railroad preferred stocks with that of 
dividends, it would seem that, as a whole, railroad preferred 
shares bear low rates and noncumulative dividends. w In the 
case of public utility enterprises no generalization can be drawn 
covering a wide period of time and pertaining to all classes of 
utilities. Down to the 1920 business reversal the cumulative 
feature was present quite as frequently as it was absent. 1 Most 

^ Referring to the study of 189 railroad preferred stocks, it was found that 
of 129 issued prior to 1916, only 26 or almost exactly 20% had distinct clear- 
cut cumulative provisions,-although some had ambiguous clauses. The great 
majority of the 103 other issues were clearly noncumulative ; of the 60 railroad 
preferred issues brought out from 1916 to 1932, 41 out of the 60, or 68%, had 
clear unequivocal cumulative clauses. This generalization would apply with 
greater force if confined to the great, long-established railroads. Of the 41 
railroad listed preferred stocks, 1916, only one clearly cumulative. 84, 

w There are the usual number of exceptions to generalizations of this kind. 

The Rutland Railroad has a cumulative 7% preferred stock. Also a few 
railroads reorganized during the last quarter century have preferred stock 
bearing noncumulative preferred dividends up to a certain time and cumulative 
dividends thereafter. The Buffalo and Susquehanna Railroad Corporation 
has a preferred stock that was noncumulative from the date of the reorgani¬ 
zation, January 1, 1914, to January 1, 1915, but cumulative thereafter. One 
preferred stock issued in the reorganization of the Missouri Pacific Railway 
was noncumulative to June 30, 1918, and cumulative thereafter. The pre¬ 
ferred stock of the New York, Chicago and St. Louis Railroad (Nickel 
Plate), sold to investors in 1923, was cumulative. (See note ii, below.) 

* This is true because of the wide diversity of circumstances surrounding 
the issue of different types of public utility preferred stock. Many electric 
railways went through reorganization ; and, as in the case of steam railways, 
preferred stocks replaced bonds and notes. The new preferred stocks were 
made noncumulative to reduce all charges against the reorganized road. On 
the other hand, practically all electric power and light preferred stocks sold to 
the investors for money, bore cumulative dividends. 


M See page 169- 



THE CLASSIFICATION OF CAPITAL STOCK 


171 

of the preferred stock issues of local gas and electric companies 
and many of the large holding company issues since 1907 have 
been cumulative. Since 1923 every preferred stock issue offered 
to the public as an investment has had cumulative dividends. 5 " 

Cumulative Provisions o£ Slight Value_Considerable * 

stress is usually laid by the banker and his salesmen upon the 
fact that the dividends on a preferred stock are cumulative. 
Practically, this is of little value. True, some industrial cor¬ 
porations that had encountered dull periods before the Great 
War and experienced unprecedented prosperity during 1916, 
1917, and 1918 had dividends on their preferred stocks that 
were cumulative and were forced, theoretically at least, to settle 
the back dividends on the preferred shares before anything 
could be paid on the common stock. x 

If the company earns the dividend on the preferred stock 
it will probably be paid; if the dividend is not earned and the 
directors “adjust” the books so that they may pay the dividend, 
lest the obligation accumulate, the preferred stockholders are 
not only deceived, but also have lasting injury done to their 
interests. Furthermore, if a considerable amount of the un¬ 
paid dividends accumulate, and the company meets with more 
prosperous conditions, the managers, who probably control the 
common stock, will often try to induce the preferred share¬ 
holders to surrender their claims on the plea of some equitable 
adjustment. Exactly this occurred in the readjustment of 
capitalization of the Interborough-Metropolitan Company in 
1915. A considerable amount of unpaid dividends had accumu- 

7 Of the 301 issues (1925—1930) 286, or 95%, carried definitely cumulative 
dividend, 6 only or 2<76 were definitely noncumulative, and 9 or 3% contained 
no definite provision. 3 ® This generalization, obviously, does not hold true for 
the preferred stock: issues created at the time of reorganization of traction 
companies. 

“Through a wise conservatism the Corn Products Refining Company put 
back large earnings into its plants from 1906 to 1914* Meanwhile, except for 
one year, it had paid only 5 % a year on its 7 % cumulative preferred stock. 
In consequence, approximately 15% remained unpaid in back dividends. Hav¬ 
ing placed its plants in excellent condition by reason of this conservative 
policy, the company was able, in 1917 and 1918, to pay up the entire accumu¬ 
lated dividends. 


M Wilson, S. S., op. ext. 
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lated on the old 5% cumulative preferred stock. In order to 
give the common shareholders some chance to receive divi¬ 
dends, the preferred shareholders were asked to surrender their 
claim to unpaid dividends and accept a new 6noncumulative 
preferred stock instead. As a bait, the directors who controlled 
the common stock offered to begin the payment of the new 
dividends as soon as the offer was accepted. 

During the period of the Great War and immediately fol¬ 
lowing, the gas and electric utilities, both local and holding 
companies, fared ill. Many of them were in arrears on their 
preferred stocks. In the succeeding period of prosperity many 
of these companies made compromise offers to their preferred 
shareholders in order to give substantial value to the common 
shares. In the majority of cases these “adjustment offers’" 
consisted of the superposition of a new “prior preferred” pre¬ 
ferred stock issue ahead of the old preferred stock and the dis¬ 
tribution of this new issue in lieu of money in the liquidation 
of the unpaid dividends. aa Since 1930 many holding companies 
have again passed their dividends on the preferred shares. It 

* a Two cases among public utilities illustrate this method of settlement of 
accumulated preferred dividends. 

The Utah Gas and Coke Company, organized in 1906, and supplying Salt 
Lake City, Utah, was one-of the subsidiaries of the American Public Utilities 
Company, one of the less successful of the holding companies organized in 
1912 during the first wave of fashion for public utility holding companies. 
In 1918 the earnings of the Utah Gas and Coke Company, having fallen oil, 
the company paid preferred dividends from April 1, 1918, to April 1, 1919, in 
notes. After the spring of 1919 dividends on the preferred ceased altogether. 
In the spring of 1924, the earnings having recovered, the management effected 
an adjustment whereby certain common stock was canceled, thus creating, 
apparently, a surplus on the basis of which a new first preferred stock known 
as participating preferred was created equivalent in amount to the lapsed divi¬ 
dends on the ordinary preferred. This was given to the stockholders in lieu 
of cash in settlement of their accumulated dividends. 

The Southern Utilities Company was organized in 1913 as a holding com¬ 
pany for a group of electric and ice public utility companies located in Florida 
and southern Georgia. It was anticipated that there would be no difficulty in 
earning and paying the full dividend on the 7^0 preferred stock. During the 
war, however, a combination of circumstances, high costs of coal, competition 
among the ice companies, rising labor costs, and the like, so reduced the earn¬ 
ings that the dividends on the preferred stock were passed. In 1923 a plan 
was put into effect which provided that in lieu of the accumulated dividends, 
amounting to 35^ on each share of preferred stock, the stockholders should 
accept 20 *76 in new preferred stock of the original issue and 15% in common 
stock. 
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is probable that if the earnings of the underlying companies 
recover from the 193:2 low ebb, similar or analogous propo¬ 
sitions will be made to the holders of the preferred stock in 
order to extinguish the accumulation of dividends. 

Legal Rights of Noncumulative Stock -The rights of the 

holder of noncumulative preferred stock to unpaid dividends 

presents a legal tangle. Most promoters and investors-in 

fact, most lawyers and many courts-have assumed that the 

noncumulative clause in certain preferred stock contracts implies 
that if the fixed dividend is not declared and paid in any one 
year, the preferred stockholders lose their rights thereafter to 
the dividend of that particular year. If the rights hold over 
beyond the year in which they are payable, the dividend is 
described as cumulative. Whether the right to receive divi¬ 
dends in preference to the common stock ceases or carries over 
into succeeding years has been generally assumed to afford the 
essential difference between noncumulative and cumulative pre¬ 
ferred stock. But, beginning in 1924, certain decisions of the 
state courts and an important decision of a federal court sought 
to construe the noncumulative preferred dividend contract to 
mean something more-sought to give the noncumulative stock¬ 

holders a specific lien on profits earned but not paid them. 
Then finally, the United States Supreme Court, in 1930, in the 
only important decision on the subject, proceeded to revert to 
the older, business man’s understanding that unpaid noncumu¬ 
lative dividends forever lapsed. 

Until the Supreme Court decision, just alluded to, the courts 
were gradually reaching the view that earnings must be ear¬ 
marked for the noncumulative preferred shareholder, even 
though payment was reserved. This construction of the non¬ 
cumulative preferred shareholder’s rights seems to have been 
based on a desire to construe the preferred stock contract as 
liberally as possible in favor of the preferred stockholder. This 
tendency is the outgrowth of two interpretations of the rights 
of preferred stockholders now finding favor before the courts. 
The first is the more conscious recognition that the vast number 
of preferred stockholders in large corporations where the stock 
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is widely distributed hold their stock as investors and not as 
“joint adventurers/’ and as investors they are deserving of the 
fullest* measure of liberality of treatment from the common 
stockholder managers. bb 

The second interpretation holds if stock is called preferred, 
and if the public is induced to acquire it on the presumption 

that the word preferred gives it a superiority-a real preference 

over the common shareholders-then the courts ought to breathe 

into the word preferred a valuable attribute or characteristic 
not possessed by the common stock. Preference ought to be 
more than a fiction, a name of significance only for advertising 
and selling purposes. 

One of the earliest cases-not often quoted until more recent 

decisions of the courts turned the attention of students of cor¬ 
poration law to a reexamination of the implications of the pre¬ 
ferred stock contract-declared among other things that the 

noncumulative preferred shareholder “was entitled to a dividend 
at such rate as they” (the profits of the current year) “were 
sufficient to pay.” 37 But for upwards of 40 years after this 
decision it was presumed that if the profits of the single year 
did not “entitle” the preferred shareholder to his dividend, the 
account was forever closed. 

Beginning in 1924 a series of court decisions very materially 
strengthened the position of the noncumulative preferred share- 

bb The recent leading Wabash decision (federal court) of which more 
hereafter. “Preferred stockholders are not in all respects joint adventurers 
with common stockholders. Even if having a vote, the control of the corpora¬ 
tion is nearly always in the hands of the common stockholders, and the 
directors are thus really chosen by the latter. 

“It is manifest that, if directors, in effect selected by the common stock¬ 
holders, be given almost unlimited power to retain in the capital account earn¬ 
ings which might have been voted to noncumulative preferred stockholders, 
and likewise the power to vote dividends to the common stock from earnings 
in subsequent years, without recognition of any deferred prior right of the 
preferred stockholders, the common stock really secures priority over the 
preferred stock to the extent of the earnings which have been appropriated 
for capital. The power to bring about such a result subjects directors to an 
undesirable temptation to favor the common stockholders, who ordinarily 
control the corporation." 80 

*• Barclay et al. v. Wabash Ry. Co. et al., 30 Fed. (ad) 260 (1029). 

ST Elkins v. Camden and Atlantic R. R., 36 N. J. Eq. ^33 (188a). This decision 

followed a leading English case. Dent v. London 'Tram Co., Chan. Div. L. R. 16, 344 
C1880). 
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holder and gave him priority rights to corporate earnings to the 
extent of his dividends. 88 If, to take a concrete example, a 
corporation has outstanding an issue of 7^/0 noncumulative pre¬ 
ferred stock, it is entirely discretionary with the directors 
whether they shall or shall not pay dividends upon it. The fact 
that the profits for the year amount to nothing or the fact that 
the profits amount to ten times the dividend requirement does 
not affect the discretionary power of the directors. cc So far, 
the preferred shareholders, cumulative and noncumulative, and 
the common shareholders, all stand on a common plane. But 
if, to pursue our concrete case, the corporation does obtain a net 
profit during the year and does not pay this out to the noncumu¬ 
lative shareholders, the profit remains as a kind of trust fund 
that must be paid to the noncumulative preferred shareholders 
in a subsequent year before anything is paid to the common 
shareholders. Or, to put the matter in a somewhat different 
phraseology, the earnings of each and every year accumulate 
for the benefit of the noncumulative preferred shareholder. 
They are, in effect, a kind of earmarked surplus ; a quasi-trust 
fund, bearing no interest, and payable at no special time, but yet 
a fund which must be kept intact for the benefit of the non¬ 
cumulative shareholders before anything is paid to the common 
shareholders. The noncumulative preferred shareholders have, 
in effect, a first and continuing claim on the net earnings of 
the corporation up to the full amount of their preferential 
dividends. 

cc The leading case, followed by all writers of legal textbooks, is based on 
a refusal by the Supreme Court to permit the preferred shareholders to force 
the directors to declare a dividend on the preferred stock, even though 
earned. 30 The court was very emphatic that the declaration of dividends is 
discretionary with directors. 

This is certainly the only conclusion to be drawn from the United States 
Cast Iron Pipe and the Portland Electric cases and the majority opinion of 
the Wabash case in the federal court (cited in previous note). Yet the matter 
is not so simple. In the first place the charter rights may explicitly provide 
that there is no holdover of earnings ; and the noncumulative preferred share- 

88 Bassett v. TJ. S. Cast T ron Pipe & Foundry Co., 74 X. J. Eq. 668, 670 (1908) ; ID ay 
v. TJ. S. Cast Iron Pipe Co., 94 N. J. Eq. 380 (1024), afF’d 96 N. J. c. 738 ( 1 92 5) : Moran 
v. TJ. S. Cast Iron & Pipe Foundry Co., 95 N. J. Eq. 389 (19:24), aff'd 96 N'T J. Eq. 698 
(1925); Collins v. Portland Electric Power Co., 7 Fed. (ad) 221 (1925)1 afl d 12 Fed. 

(2d) 671 (1926); Barclay et al. v. Wabash Ry. Co. et al., 30 Fed. (ad) 260 (1929); see 
also Berle, A. A., Jr., Materials in the Law of Corporation Finance, page 566 (1929). 

••New York, Lake Erie Railroad v. Nickals, 119 TJ. S. 296 (1886). 
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Such a. view gives the noncumulative shareholder a distinctly 

preferential position, not stated-although it may be implied- 

which is but little inferior to the position of the cumulative 
preferred stockholder. Possibly due to this feeling that the 
distinction between cumulative and noncumulative preferred 

holder, having accepted this preferred stock contract, must abide by the 
result. 40 Justice Hand, a judge usually “liberal” in his decisions, has implied 
in his dissenting opinion in the W'abash case, that the Cast Iron Pipe decision 
was an interpretation of a New Jersey statute and not the pronouncement of a 
legal principle susceptible to general application. Noncumulative, he states, 
means just what it says, and does not imply a “carry-over” in favor of the 
preferred shareholders as against the common. “Courts must not be blind, 
but the correction of possible injustices may come at too high a price. Words 
are illusive enough at best, but, when all is said, they are the only means of 
communication we have. On the loyalty of their interpretation more in the 
end depends than on our power to right such wrongs as results from their 
inconsiderate use.” 41 

Furthermore the strict interpretation of the cases cited leaves no little 
confusion as to the extent of the noncumulative preference shareholders’ grip 
on earnings. Let us grant, for example, that if the noncumulative share¬ 
holders are entitled in one year to $70,000 (7% on $1,000,000) in dividends, 
and the corporation earned only $30,000 of which none was paid to them, there 
is created an earmarked surplus in their favor to the extent of $30,000. Their 
dividend, in preference to the common shareholders, is cumulative to the 
extent of $30,000. So much is clear from the cases cited. 

But now let us follow through a series of years for this hypothetical corpo¬ 
ration, showing the variability of earnings to which all industrials are subject. 
Suppose the earnings in the first year were $90,000, but no noncumulative 
dividends were paid. Is the earmarked fund to be held for their benefit 
$70,000 or $90,000? And suppose in the second year only $10,000 were earned, 
and still nothing paid to the preferred shareholders. Does their earmarked 
surplus stand at the beginning of the third year as $80,000 ($70,000 of the first 
year and $10,000 of the second) or $100,000 ($90,000 of the first year and 
$10,000 of the second) ? And suppose, pursuing our hypothetical enigma fur¬ 
ther, the corporation experienced a loss the third year of $25,000, we have then 
four possible interpretations of this mysterious earmarked surplus for the 
noncumulative preferred shareholder. It might be (1) $80,000-earnings of 

or $70,000 for the first year only and the profits of the second-earmarked 

for the preferred stockholders—but none of the losses incurred in the third 

year ; or (2) $100,000-all the profits for the first two years, but none of the 

losses of the third; (3) $55,000—7% of the earnings of the first year up to 
$70,000, the full earnings of the second year, $10,000, and the full losses of the 
third year; or (4) $75,000—the full earnings of the first year, the full earn¬ 
ings of the second year and the losses of the third. 

Nor are these the only complications. Suppose the corporation, again the 
hypothetical example described in the preceding paragraph, experienced a loss 
of $20,000 during the first year, but a profit of $200,000 the second year, and 
meanwhile nothing had been paid to the noncumulative preferred shareholders. 
Is the earmarked surplus for the noncumulative preferred shareholders at the 
beginning of the third year $70,000, or $50,000 or $180,000 or $200,000? 

40 Norwich Water Co. v. So. Ry., 11 Va. Law Rev. (n.s.) 203 (1935). 

41 Barclay et al. v. Wabash Ry. Co. et al., 30 Fed. (ad) a6o (1929). 
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contracts is important and should not be modified by judicial 
interpretation, and possibly due to the fact that the “plain mean¬ 
ing of the words” noncumulative led into no intricate channels 
of reasoning, such as those suggested in the preceding footnote, 
the Supreme Court of the United States in the Wabash repeal 42 
reverted to the ordinary meaning of noncumulative. Earnings 
devoted to improvements and legitimate corporate purposes 
are for the benefit of all the shareholders, preferred as well as 
common. They belong to the corporation, not to any class of 
shareholders. Consequently the preferred stockholders have 
no prior claim to them. 6 ® But, we may ask, suppose the earn¬ 
ings are not “justifiably applied to capital improvements” but 
are retained in the business as cash, or inventories or even ordi¬ 
nary investments, are we to understand that the noncumulative 
shareholders have no preferential right to them? Or, to be 
specific, just what does preference imply? And is the non¬ 
cumulative shareholder helpless and without legal redress before 
a common stock management which proposes to build up the 
corporate surplus from earnings so that it may be distributed 
among the common shareholders at a later day ? Perhaps this 
is one of the risks of the business. ff 

“We believe that it has been the common understanding of lawyers and 
business men that in the case of noncumulative stock entitled only to a divi¬ 
dend if declared out of annual profits, if those profits are justifiably applied 
by the directors to capital improvements and no dividend is declared within 
the year, the claim for that year is gone and cannot be asserted at a later date. 

. . . When, as was the case here, the dividends in each fiscal year were de¬ 
clared to be noncumulative and no net income could be so applied within the 
fiscal year referred to in the certificate, the right for that year was gone. If 
the right is extended further upon some conception of policy, it is enlarged 
beyond the meaning of the contract and the common and reasonable under¬ 
standing of men.” 48 

tr Professor Clifford M. Hicks 44 in an illuminating discussion of this 
Supreme Court case suggests that the court misconstrued the significance 
of an old case which turned on the right of a stockholder to force the directors 
to declare dividends. 48 Hicks points out that the stockholders in the 'Wabash 
case were not trying to force the payment of dividends to themselves ; they 
were merely trying to establish their “contractual right of preference’* over 
the common stock. This contractual right of preference was the only_issue ; 
and it was an issue on which the New York, Lake Erie case had no bearing. 

48 Barclay et al. v. Wabash By. Co. et al., 280 TJ. S. 197 <1930). 

43 Barclay et al. v. Wabash Ry. Co. et al., 280 TJ. S. 197 (1930). 

44 Hicks, C. M., The Rights of Noncumulative Preferred Stock, 5 Temple Law 
Quart. 1 (June, 1031). 

41 New York, Lake Erie v. Nickals, op. ait. 
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Variations in Dividend Provisions. -The principles and 

cases heretofore discussed refer to preferred stock dividend 
obligations of the simplest character. In many instances at¬ 
tempts have been made to introduce, for one reason or another, 
important variations. One of the simplest is to divide the entire 
preferred stock into two issues, one of them, which bears a larger 
cumulative rate, having preference over a second preferred stock 
which bears a lower noncumulative rate. This is the plan pur¬ 
sued in many industrial reorganizations, especially when one 
class of preferred stock is to be sold for money to the assenting 
shareholders and the other class is given for old debts. The 
most frequent combination is a 7cumulative first preferred 
stock and a noncumulative second preferred. The former 

is sold as a high-grade investment security and the latter as a 
stock but little more assured of its dividend than the common 
stock and without the latter’s speculative possibilities.The 
motive seems to be to create a relatively small issue of a first 

lien preferred stock-occupying a position analogous to bonds 

-upon which dividends could be almost positively assured. 

Within the last 20 years it has become the custom in the 
reorganization alike of industrials, railroads, and public utility 
corporations, to make the preferred dividend payments non¬ 
cumulative for a certain period-presumably while the enter¬ 
prise is gaining stability-and cumulative thereafter. The 

practice has now become so general that it may be looked upon 
as the rule with preferred shares of large reorganizations. 1111 It 

It is this contractual right of preference which gives the noncumulative share¬ 
holder any advantage he may possess over the common shareholders ; and the 
Supreme Court decision failed to construe the contractual right of preference, 
which alone was the significant matter before it. 

" This division of the preferred stock into two classes of the forms just 
described is quite common among industrial corporations. The Gulf States 
Steel Company, the Moline Plow Company, the American Pneumatic Service 
Company, the United Drug Company, and the Worthington Pump and Ma¬ 
chinery Company, all issued 7 % cumulative first preferred stock and 6% 
noncumulative second preferred stock. The reorganized Wheeling and Lake 
Erie Railway adopted the same form for its two preferred issues. 

This feature is to be found in very many preferred stocks created during 
industrial reorganizations. Thus the preferred stock of the Allis-Chalmers 
Manufacturing Company was cumulative as to S%> from January 1, 1913, to 
January 1, 1915; 6% from January 1, 1915, to January 1, 1917; and 7 % there¬ 
after. The Advance Rumely Company's preferred stock was noncumulative 
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is less commonly done at the time of promotions although many 
public utility companies have a preferred stock which is cumu¬ 
lative only under certain conditions of time or earnings. This 
is most generally true when the preferred issue goes to parties 
connected with the promotion. On the whole the practice is 
good, because it removes the temptation to pay preferred stock 
dividends before the success of the corporation is established. 

Dividend Security. -It is perhaps no exaggeration to say 

that the security and reliability of dividend payments on pre¬ 
ferred stock issues, after the experiences of nearly 50 years, 
have been found to be an illusion from the point of view of the 
investor. The recent decision of the Supreme Court in the Wa¬ 
bash noncumulative dividend case only strengthens this view. 
Under the stimulus of successful business and increasing profits, 
large amounts of capital may be invested in an expanding busi¬ 
ness so that the margin of earnings available to the preferred 
stock may steadily increase from year to year. The money for 
this expansion may have been obtained from surplus profits, it 

may even have been obtained-as in 1927—19:29-by the sale of 

common stock having a claim to dividends after the preferred, 
so that, outwardly, at least, the reserve, the buffer, as it were, to 
protect the preferred stock dividends grows stronger year by 
year. These are the most favorable conditions from the point 
of view of the investor, and the most favorable for preserving 
the credit of the preferred stock. Yet the favorable character 
of these conditions is illusory. The large reserves of profits or 
common stock investment in plant and “goodwill” do not insure 
the payment of preferred stock dividends when the current busi¬ 
ness does not yield a profit. The excuse to justify the reinvest¬ 
ment of earnings during periods of prosperity is that they create 
a reserve out of which dividends may be paid during periods of 
adversity. But it does not work out that way. In periods of 
adversity securities have declined and fixed assets are unused 

until January 1, 1919, and thereafter cumulative. The second preferred stock 
of the Worthington Pump and Machinery Corporation became cumulative 
only after April 1, 1919. Among railroads, the preferred issues of the Buffalo 
and Susquehanna Railroad Corporation and the Missouri Pacific Railroad 
have already been cited in another connection. 
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and unproductive. They cannot be liquidated in order to ob¬ 
tain money with which to pay preferred dividends and they have 
no value as instruments of production. The corporation will 
not borrow money to pay preferred dividends because owing to 
reduced earnings its credit is low, whatever its reserves of as¬ 
sets ; and frequently it cannot borrow money in spite of its 
invested profits and unmortgaged assets. Credit is denied when 
earnings have vanished, but then is the time when credit must be 
available, if preferred dividends are to be continued. 

Probably no preferred stock of common knowledge has been 
better protected, from the point of view of the investor, than 
that of the United States Steel Corporation. In this respect 
it is almost unique among industrial preferred shares. At the 
time of the organization of the corporation in 1901 the pre¬ 
ferred stock issue of $500,000,000 was preceded by a large 
issue of bonds of the corporation-besides small issues of sub¬ 

sidiaries ; yet in the nine months during which the corporation 
operated during 1901, the full dividend on the preferred stock 
was earned and paid and 35 million dollars carried to surplus. 
From 1901 to 1930 a large number of things happened which 
tremendously strengthened the preferred stock. Full dividends 
were regularly paid; and a balance left over after every year's 
operation. In spite of enormous plant expenditures, largely 
out of earnings, no less than 700 million dollars were charged to 
depreciation and an admitted surplus of over 600 million dollars 
brought into existence. Great corporations, like the Atlas Ce¬ 
ment Company, were acquired by the exchange of common 
stock. Over 100 million dollars of common stock had been 
sold for cash at par and more than 80 million dollars had been 
paid into the treasury of the company as common stock pre¬ 
mium. The corporation's own bonds had been paid off and 
there remained less than 100 million of subsidiary company 
bonds outstanding-less than the cash and near maturing re¬ 

ceivables. The outstanding preferred stock had been reduced 
to 360 million dollars which, subject to less than 100 million 
of subsidiary bonds, had the first claim to over 2 billion dollars 
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approximately 40 million-one tenth as much-quick liabilities 

including tax accruals not yet due. This was the picture which 

confronted the directors in January, 1933-coupled with the 

unpleasant fact that during 1932 the Steel Corporation had ex¬ 
perienced an operating loss for the first time in its 32 years of 

existence-an operating loss of 18 million dollars. This was 

to be contrasted with an operating profit during the preceding 
31 years of $4,700,000,000. The quarterly preferred dividend 
due the last of February, 1933, would have required $5,300,000. 
Instead, the directors declared a dividend of of $1,800,- 

000, thereby effecting a saving of $3,500,000. The admitted 
surplus of 600 million dollars and the enormous hidden reserves 
were, apparently, of no practical benefit to the preferred share¬ 
holders-nor were over 300 million dollars paid to the corpora¬ 

tion in cash and property for common stock, nor 80 million of 
dollars paid to the corporation as premium on the common stock. 

These approximate figures have been given in some detail, 
in the case of the preferred stock of America’s largest industrial 
enterprise, to show how insecure and visionary is the preferred 
shareholder’s faith that his interests as an investor are being 
protected by the building up, in times of prosperity, of a reserve 
to maintain his dividends in time of adversity. The reserve is 
usually in property; it cannot be transformed into dividend 
money. If a considerable part is in cash and marketable securi¬ 
ties, the directors, prompted by fear and a dislike of being 
thought unconservative, will take refuge in the wisdom of hold¬ 
ing a strong cash position. Had the preferred stock of the 
Steel Corporation been represented by a fixed charge, it would 
have been paid throughout 1933 without a question or a mur¬ 
mur ; and yet the preferred stock had commanded a market price 
ever since 1912 as if it had bond security. As late as 1931 it 

had sold on a 4-7%> basis fully equivalent to that of a high 

grade investment bond. 

“Participating” Stock.-Giving the preferred stockholder 

the right to share in additional earnings is an important varia¬ 
tion of the preferred stock contract. Recently the term “par¬ 
ticipating” preferred stock has been used. Quite often the 
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participating feature is of little consequence to the investor, 
although conspicuously featured by the bankers while selling the 
stock. Thus the bankers offering the 7%> preferred stock of a 
highly speculative chemical enterprise (Atlantic Chemical Com¬ 
pany) called it Participating Preferred Stock,” although 

it was participating only to the extent of i provided was 

paid on a much larger issue of common stock. 

Ordinarily the participating feature takes the form of an 
agreement that the preferred stockholder shall share with the 
common stockholder in any disbursements after the common 
stockholders have received an amount equal to that paid to the 
holders of the preferred stock. 11 The arrangement was quite 
frequent among the earlier railroad preferred stocks. An ex¬ 
haustive study covering 189 railroad preferred shares, 46 which 
probably includes nearly every railroad preferred stock issue 
down to January, 1933, showed that of these 27, or 14%, had 
participating features. The greater proportion of participating 

stocks were issued before the Great War-only four since that 

time. The four railroad participating issues since the Great 
War were created in connection with a reorganization. 

This principle was also borne out by an older study of 41 
listed (relatively large railroads) preferred issues made in 1916. 
Fifteen or over a third permitted participation of the preferred 
with the common in some manner. 47 

11 Some such arrangement was common among railroads prior to the 
reorganizations of recent years. The preferred stockholders of the old Chi¬ 
cago, Milwaukee, and St. Raul Railway were entitled to 7 *7*0 noncumulative 
dividends, then the common stockholders to 7 %, after which both issues shared 
alike in all subsequent dividend disbursements. An identical arrangement 
obtained with the preferred shares of the Chicago, St. Raul, Minnesota and 
Omaha, and the Minnesota, St. Raul and Sault Ste. Marie railroads. A sim¬ 
ilar principle prevailed for the small issue of prior lien and participating 4% 
cumulative stock of the old Chicago and Alton Railroad. The New York, 
Chicago and St. Louis Railroad has two classes of preferred stock entitled 
in succession to 5% noncumulative dividends. After these and S% on the 
common stock have been paid, all three classes share alike. 

Similar provisions are sometimes included in industrial preferred con¬ 
tracts. The 7 % dividend on the stock of the California Retroleum Corpo¬ 
ration is cumulative, but after 7% has been paid on the common stock, the 
two share alike. 

46 Toomajian, L. E. (1931), and Summers, C. (i93^)» ibid. 

47 Rase 165. 
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The participating feature was comparatively rare among the 
older industrials, but is of more frequent occurrence among in¬ 
dustrial stocks issued since the Great War, and quite common 
among the Class A stocks. 

Of the 1,048 preferred and Class A stocks (1925 to 1930) 
of the preferred issues and 65.79^ of the Class A issues 
contained some kind of participating clause. 48 Sometimes the 
conditions are made more complicated, as when the preferred 
stockholders first receive a definite amount, then the common 
the same amount, after which the dividend on both classes in¬ 
creases by successive steps. jJ It is clear that almost any varia¬ 
tion in the dividend specifications of a preferred stock contract 
can be made and in practice it is possible to find an example of 
every conceivable variety. kk Unusual variations of the dividend 
contracts are very frequently attached to the preferred stocks of 
small industrial companies of Massachusetts and Connecticut in 
order to make their issues attractive to investors. 

Protection from Dilution. -Although seemingly the most 

significant of the various qualifications of preferred stock, the 
conditions of dividend payment are not as important as those 
that should protect the preferred stock itself from future 
weakening through the subsequent issue of new securities hav¬ 
ing a superior or equal lien on the property. 49 The chief weak¬ 
ness of preferred stocks as investment securities lies in the ease 

JJ The Chicago and Northwestern Railway preferred stock is preferred 
up to 7%, then common stock receives 7 %, then preferred stock 3%, then 
common stock 3%, after which the two classes share alike. One of the most 
intricate forms of preferred stock dividends was that of the Seaboard Air 
Line Railway prior to its receivership. Of an issue of $27,280,000 preferred 
stock $2,280,000 was entitled to noncumulative dividends up to the rate of 6 % 
before any dividends could be declared on the common stock, and $25,000,000 
was entitled to noncumulative dividends up to the rate of 4% before any 
dividends could be declared on the common stock, and after 4% should have 
been declared on the common stock in any year, to additional noncumulative 
dividends at the rate of 2% in such year, making t>% preferred dividends in all. 

For illustration, in the remarkable instance of the American Brake Shoe 
and Foundry Company, the preferred stock was entitled to receive 7% divi¬ 
dends, and after 7% had been paid on the common stock, to all thereafter. 

48 Wilson, S. S., ibid. 

48 The importance of the protection of preferred issues from later issues of superior or 
equal security has been pointed out repeatedly by writers. Ripley, W. Z., Railroads, 
Finance and Organization, 99 <1915); Lyon, W. H., Capitalization, 70 <19x2). No 

writer has, however, sufficiently emphasized it. 
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with which an unscrupulous or improvident management may 
place bonds, notes, and bank debts ahead of an already existing 
issue of preferred stock sold originally on the assumption that 
there were no prior liens. The preferred stockholders in a cor¬ 
poration are usually investors whose concern in the management 
is indirect. In the intent of their position they are partners; 
in reality they have ordinarily as little to do with the actual 
conduct of the enterprise as bondholders. For this reason, they 
are entitled to some measure of protection against the ill results 
of a business policy for which they are only theoretically respon¬ 
sible. The most vitally important protection is that which safe¬ 
guards them against the dissipation of the assets of the business. 

When the preferred stockholder first acquires his shares, he 
is mindful of the condition of the business at the time. Per¬ 
haps there are no bonds or notes ahead of his stock, as in the 
case of many issues of industrial preferred stocks. He relies 
for protection on the continued priority of the position of his 
security, knowing that a corporation, once established on so firm 
a footing as to attract investors to the purchase of its preferred 
shares, does not commonly become bankrupt through the routine 
conduct of its business. This is conspicuously true of water, 
gas, and electric light operating companies where well-protected 
preferred shares have almost the investment standing of bonds. 
A disaster comes, if at all, through unwise extensions. The 
managers, who may own only the common stock, become intoxi¬ 
cated with their success in a small Way, and falsely assume that 
still greater success will follow the expansion of the business. 
They, being owners of the common stock, have everything to 
gain through expansion and nothing to lose ; the preferred stock¬ 
holders, being limited in the amount of their dividends, have 
everything to lose through the failure of the expansion and 
nothing to gain through its success. It is for their advantage 
that the business should be small, compact, and able to resist 
depression and possible tightness of the money market; a big 
business adds nothing to their security, but it does jeopardize 
the maintenance of their dividends. 11 


11 Numberless instances abound. They may be chosen at random from all 
forms of industry. The preferred shareholders of the Chicago, Milwaukee 
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Protection from Note Issues -The strength of the pre¬ 

ferred stockholder’s original claim on the assets of a corporation . 
is not in the least safeguarded in a great number of cases. The 
directors have authority to issue notes and create a large floating 
debt taking precedence over the preferred shares. The notes 
may bring the company to a receivership, but the preferred 
stockholders cannot intervene. In the final reorganization they 
find themselves passive spectators to the disintegration ot their 
property and the dissipation of assets in which they originally 
had either a first lien or a valuable equity. mm But the harm to 

the preferred stockholders may not be as overwhelming as that 
resulting from a forced reorganization, and yet represent a very 
serious, although perhaps unnoted, emasculation of the original 
value of their shares. Many preferred stocks are sold with the 
understanding that no bonds nor notes exist ahead of them. 
The bond salesman may even stress this point in an effort to 
make the preferred shares appear as secure as bonds to the cau¬ 
tious investor. It is probably true at the time of issue that the 
preferred stock, subject only to a small current debt, has the 
first claim to the property, but as soon as the corporation encoun¬ 
ters the slightest difficulty, or a sudden demand for new money, 
or feels the insidious influence of a management which cannot 

and St. Paul Railway were adversely affected by the judgment of the directors 
in building the Puget Sound extension. The decision of the American Sugar 
Refining Company's management to extend the business into beet sugar branch 
of the industry, brought no good to the preferred stockholders. The surplus 
assets were more wisely invested elsewhere, as the bitter experiences of the 
company after the decline of sugar prices of 1920 too clearly showed. The 
policy of the Byllesby management in acquiring the Louisville, Kentucky, 
properties for the Standard Gas and Electric Company of Delaware operated, 
temporarily at least, to the disadvantage of the Standard Company’s preferred 
shares. These illustrations might be increased indefinitely. 

mm Thus, the American Malting Company began business with over 
$2,000,000 of cash and free from debt, but in two years the directors had 
dissipated the money and created a floating debt of $2,800,000, all through 
foolish expenditures and the payment of unearned dividends. In the readjust¬ 
ment which necessarily resulted, the preferred stockholders were compelled 
to consent to the placing of a mortgage of $4,000,000 on their property. 4 ®® 

In more recent financial history, the preferred stockholders of the Rumely 
Company found themselves with an almost worthless security _ from the 
accumulation of heavy debts ahead of their stock. In the reorganization, the 
preferred stockholders were not treated as well as the common shareholders 
because more was expected of them. 

" a Dewing, A. S., Corporate Promotions and Reorganizations, *69 tip 14]. 
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measure size by strength, it turns to the issue of bonds or notes 
as the easiest method of getting money. During the depression 
years of 1930 and 1931, of 1933 and 1933, many corporations 
whose credit was very high, because they had been financed only 
by the sale of preferred shares, turned to the issue of notes on a 
7, 8, or even 9 % basis. In other words, the preferred share¬ 
holders, whose liberal purchase of stock had made the credit of 
the corporation secure, were sacrificed at the first emergency. 
And the possible increase of earnings due to the war expansion 
would not, in any way, benefit the preferred shareholders whose 
credit position had been ruthlessly sacrificed. 

An excellent illustration of this fact is found in the expe¬ 
rience of the preferred shareholders of the Duquesne Light 
Company. Originally formed in 1903, it was expanded in 1913 
and 1913, so as to cover the electric services of Pittsburgh and 
its environs. In 1915, an issue of 7^0 preferred stock was 
created and subsequently sold. At the time this stock was dis¬ 
tributed to investors, the Duquesne Light Company had no 
mortgage debt and only a small floating debt. The dividends 
on the preferred shares, considering intercompany earnings, 
were being earned by the company over six times. Indeed, so 
attractive did the offering of the preferred shares appear, that 
the stock was easily and quickly sold at prices well above par. 
Within two years the company embarked in extensions and 
additions in no wise likely to benefit the preferred shares. In 
August, 1918, when the money market was decidedly unfavor¬ 
able, it sold $10,000,000 three-year notes to a syndicate of 
bankers at a cost to itself of nearly 9. The company had in 
June, 1918, executed a mortgage of $35,000,000 on its entire 
property and pledged $15,000,000 of the bonds to secure the 
three-year notes. The preferred shareholders had over $600,000 
fixed charges interposed ahead of their dividends ; and, besides 
being pushed back in their claim to both assets and earnings, the 
balance available for their dividends was, proportionately, much 
less than in 1915, when the preferred shares were issued. 

Because the emasculation of the preferred stock by the crea¬ 
tion of an unmanageable burden of floating debt can occur more 
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secretly than the superposition of a bond issue, it is more to be 
feared. Nevertheless the protection of the preferred stock¬ 
holder against these unbridled issues of floating debt is, unfor¬ 
tunately, very unusual. It is, however, absolutely necessary if 
preferred shares are to attain a high investment standing. It 
may be accomplished by specifically limiting the debt, but such 
limitations are rare. nn 

In very rare cases the directors are prohibited, by the bylaws 
of the corporation, from incurring any floating debt at all or are 
required to keep it within strict limits. But such few cases are 
confined to holding companies which would have little occasion 
to create a floating debt in connection with the ordinary conduct 
of their business. 00 Ordinarily, however, there is nothing in 
the preferred stock contract that restricts the creation of an un¬ 
limited floating debt, except that sometimes a reasonable surplus 
must be created before any dividends may be paid upon the 
common stock. pp 

In fact, the only case coming immediately to memory is that of the old 
preferred stock of the General Asphalt Company, in which the directors 
themselves became personally liable if they allowed the floating debt to exceed 
159^ of the outstanding preferred stock. 

00 I11 the collateral trust indenture of the parent company and in other ways 
it was provided that the chief subsidiary of the Pittsburgh District Electric 
Company should issue no notes, acceptances, or other obligations, unless such 
were immediately acquired and held by the parent company. 

In the trust indenture protecting the White Mountain Power Company 
(now a subsidiary of the General Water, Gas and Electric Company) col¬ 
lateral trust bonds of 1940, it was provided that the outside indebtedness, not 
pledged under the White Mountain Power Company bonds, should not exceed 
$50,000. 

pp There have been many such cases ; a few illustrations will show the 
general form. 

United Cigar Manufacturing Company. The corporation agreed that no 
dividends should be paid on the common stock until $100,000, or 2% of the 
preferred stock, had been set aside as surplus earnings ; and further that the 
dividend on the common stock should not exceed (3% until the fund of surplus 
profits had reached $1,000,000. 

The Studebaker Corporation. The 7 % preferred stock was redeemable 
at 125. The company obligated itself to set aside a “Special Surplus Account” 
each year of at least 3% of the outstanding preferred stock, to be used for the 
redemption of the preferred stock. No dividends to be paid on the common 
stock until this account had reached $1,000,000, and not more than 6% until 
the account had reached $2,500,000. 

Underwood Typewriter Company. At least $100,000 to be set aside each 
year to retire the preferred stock at not over 125%, and not over 4% could 
be paid on the common stock until the fund amounted to $1,000,000 in money 
or retired preferred stock. 
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In the period of hectic industrial expansion during the last 
two years of the Great War and the year and a half following 
the Armistice, great numbers of preferred stocks were issued 
in order to obtain money for expansion. During this period 
there was a conscious and studied effort on the part of bankers 
to give these issues the appearance of bond security. Advan¬ 
tageous as the issue of a preferred stock may be to the expand¬ 
ing corporation, the value of these pretended safeguards must 
be weighed from the point of view of the investor. Especially 
is this true since these preferred stocks sought to obliterate the 
distinction between creditor and partner, seeking to retain cer¬ 
tain of the outward characteristics that belong to stocks, while 

they grasped for the strength and security-the substance, as it 

were-that goes with bonds. These efforts proved only par¬ 

tially successful, for the simple reason that preferred shares, 
however named and however hedged in by covenants, cannot be 
given a priority in case of the failure of the enterprise. This is 
the real substance of mortgage bonds, a substance which modern 
reorganization procedure has considerably weakened, it is true, 
but a substance which gives the bond ordinarily the priority not 
only over the stocks but also over most of the notes and current 
obligations. - 

This weakness in preferred shares has been, in rare cases, 
guarded against by making the preferred stock a direct lien on 
the property of the corporation, prior to any subsequently issued 
bonds. qQ Thus the 6 /'o preferred stock of the Consolidated Gas, 
Electric Light and Power Company of Baltimore was a direct 
lien, subordinate to certain old mortgages, but senior to any 
subsequently created. Such restrictions, provided they can be 
made practically effective, tend to preserve the lien of the pre¬ 
ferred shareholder. In that sense, therefore, they are whole¬ 
some, provided, as is usually the case, the corporation seeks to 
give the preferred stock an investment standing. But the prob- 

Chalmers Motor Company. A sinking fund of $175,000 to be accumulated 
to retire the preferred stock within ten years at 115% or less. 

The preferred stocks of the Augusta, Winthrop and Gardiner Railway 
and of the Augusta, Hallowell and Gardiner Railroad, two old Maine inter- 
urban electric railways now moribund, had each the same security as the closed 
first mortgages of these railroads. 
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lem is a legal one. If the lien of the preferred shares could be 
maintained against creditors at the time of the failure and 
reorganization, it would undoubtedly protect the preference 
shareholder. But such a preference is not given to preferred 
shareholders, for it would raise the status of preferred shares to 
that of direct obligations of the issuing corporation. This 
would defeat the very purposes which the directors had in mind 
in issuing stocks rather than bonds. The chief of these was to 
increase the company’s borrowing capacity at the banks. Above 
all else it is essential that nothing in the preferred stock contract 
may be interpreted as giving the stockholders an actual lien on 
the corporate assets ahead of the notes and current obligations* 
which it is proposed to negotiate in the future. All the other 
provisions of the preferred stock issue are innocuous “safe¬ 
guards” which help the sale of the stock among investors, with¬ 
out embarrassing the contemplated policy of corporate expan¬ 
sion on the one hand or giving real security to the stock on the 
other. They are the showy trappings of the advertising man¬ 
ager-mere trimmings. 

Ostensibly Protective Provisions. -These trimmings have, 

however, been used with liberal profusion since the Great War. 
In the group of 100 preferred stocks sold in the year and a half 

following the Armistice 00 -all issues sold to investors to obtain 

additional capital for successful companies-43 had a provision 

which pretended to protect the preferred shareholders by limit¬ 
ing the dividend to be paid on the common stock if such pay¬ 
ments reduced the net quick assets below a specified percentage 
of the outstanding preferred stock. rr But such a provision 
merely protects the preferred shareholders against a dissipation 
of the quick assets to pay common stock dividends. As long as 

rr This percentage varied. The most common was 100%. Sometimes the 
dividend rate on the common stock was more specifically limited, as “Divi¬ 
dends on common not to exceed 5% per annum can be paid only when net 
quick assets equal 75% of the par value of the preferred stock outstanding, 
and in excess of S% per annum only when net quick assets are equal to 100% 
of the preferred stock outstanding/' (Stollwerk Chocolate Company.) 

Johnson, A. B., Rights and Limitations of Preferred Stockholders, Harvard 
Graduate School of Business Administration (i9 a 5)* 
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no such dividends are paid, the margin of quick assets above 
current liabilities can be cut into until it vanishes, and the pre¬ 
ferred stockholders are impotent to protect themselves. 

The commonest ostensible protection to the preferred share¬ 
holders is a requirement that no additional bonds ss or preferred 
shares can be issued without the consent of the preferred share¬ 
holders. Some such provision is of almost universal occurrence 
in the preferred issues brought out and sold during the Great 
War and the period immediately thereafter, but in the period 
during the upswing of the industrial cycle, from 1925 to 1929, 
this wholesome protection was very much relaxed. Of the 100 
cases of preferred shares issued immediately after the Armistice 
over 90% had a clear-cut provision restricting further issues of 
either bonds or preferred stock or both. Some of the remain¬ 
der had limiting provisions which might be construed as a limi¬ 
tation to further issues. Of the 165 cases-random selection 

of preferred issues studied in 1925-89, or 53%, had one of 

these restricting provisions, 67 had restrictions against bonds, 
59 against stocks, and 37 of the issues had restrictions against 
both bonds and stocks. 52 

Such restrictions are relatively rare in both railroad and 
public utility issues. ^ Of the 47 railroad preferred issues studied 
in 1925, 10, or 21% only, had restrictions against further issues 

** This form of ostensible protection to the industrial preferred share¬ 
holders is almost as old as industrial preferred shares. The preferred stock 
of the old National Cordage Company back in the late 1890’s was protected 
by a provision that the company should issue no bonds. Rut the company 
guaranteed some bonds of another company secured by worthless mills. In 
the subsequent reorganization the claims of the holders of these bonds were 
superimposed upon the old preferred stock. 61 

The United States Leather Company, one of the first of the trusts organ¬ 
ized as early as 1892, had a preferred stock issue which provided that no bonds 
should be placed on the assets of the company, except with the consent of 
80% of the outstanding preferred stock. It was thought it would prove diffi¬ 
cult to secure the consent of 80% of the stock unless the issue of bonds was 
of obvious advantage to the preferred stockholders themselves. In this par¬ 
ticular instance, the management subsequently sought to issue bonds on certain 
of the company's timber-lands, but was prevented by the opposition of the 
preferred shareholders. Bonds could not be issued until the company was 
entirely reorganized, the preferred stockholders being able to inhibit every 
move which threatened to endanger their rights. 

61 Dewing, A. S., The National Cordage Company, Chapter II (1913). 

63 Johnson, A. B., Rights and Limitations of Preferred Stockholders, Harvard Gradu¬ 
ate School of Business Administration (1925). 
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of either bonds or preferred shares or both, and of the public 
utility issues, only 4, or &%>, had such restrictions. 03 

A study 64 comprising 1,048 preferred issues (industrial, 
543 preferred, 165 Class A preferred; public utility, 301 pre¬ 
ferred, 39 Class A preferred) issued between 1925—1930 shows : 


Table I. Ordinary Preferred Stocks 


Agreement contains : 

Industrial (543) 

Public Utility (301) 

Both Groups (844) 

_A._ 


r 

-\ 

r 

->, 

r 


1. No protection against 

further issues of any 

No. 

Per Cent 

No. 

Per Cent 

No. 

I er Cent 

type of security. 

a. Absolute prohibition against 

165 

30-4 

1 1 5 

38.a 

280 

33-2 

further issues . 

3. Protection against further 
issues of the same se¬ 

56 

10.3 

13 

43 

69 

8.a 

curity . 

4. Consent of holders required 
to impair lien on assets 

i 59 

29.a 

153 

So.9 

312 

37 - 

and/or earnings . 

345 

63-5 

1 08 

35-8 

453 

53-7 


Table II. Class A Preferred Stocks 


Agreement contains : 

Industrial (165) 

Public Utility (39) 

Both Groups (204) 

_A_ 



A 



r 

A 

1. No protection against 

further issues of any 

No. 

Per Cent 

No. 

Per Cent 

No. 

Per Cent 

type of security. 

a. Absolute prohibition against 

1 07 

649 

3 * 

8a.1 

* 39 

68.1 

further issues . 

3. Protection against further 
issues of the same se¬ 

a 

1 .a 

0 

0 

a 

x. 

curity . 

4. Consent of holders required 
to impair lien on assets 

15 

9- 1 

4 

1 0. a 

19 

9-3 

and/or earnings . 

55 

33-3 

5 

1 a.8 

60 

* 9-4 


Table III. Preferred Stocks as Compared with Class A 

Preference Stocks 


Agreement contains : 

Preferred Stocks 
Both Industrial 
and Public Util¬ 
ity (844) 

A 

Class A Stocks 
Both Industrial 
and Public Util¬ 
ity ( 204) 

_A_ 

All Classes 
Preferred Stocks 
(1,048) 

A 


' No. 

Per Cent 

No. 

Per Cent 

No. 

Per Cent 

1. No protection against 

further issues of any 
type of security. 

280 

33-2 

* 39 

68.x 

419 

40. 

a. Absolute prohibition against 
further issues . 

69 

8.a 

a 

x. 

7 i 

6.8 

3- Protection against further 
issues of the same se¬ 
curity . 

312 

37 - 

19 

9-3 

33 i 

31-6 

4- Consent of holders required 
to impair lien on assets 
and/or earnings . 

453 

53-7 

60 

29-4 

510 

48.6 


ibid. 


84 Wilson, S. S., ibid. 
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Thus it appears that in some cases the further issue of pre¬ 
ferred stock alone is restricted, in some cases the further issue 
of underlying bonds alone and in a few cases both. It is need¬ 
less at this point to mention that disaster to the corporation or 
the preferred shareholders seldom comes from the issue of addi¬ 
tional bonds-and even less from the issue of additional pre¬ 
ferred shares-but from the reckless expansion of quick liabili¬ 

ties either in the presence of a falling commodity market or to 
finance permanent extensions. And if the latter is the case, these 
permanent extensions not only become of no value but a further 

handicap, as they did in 1930 and following years-and the 

preferred shareholder suffers quite as much as the common 
shareholder. 

Management Rights.-The fourth set of conditions under 

which the preferred stock is issued pertains to the rights of 
management. Ordinarily the preferred stock has the same 
privilege as the common stock in the election of directors and 
other administration matters. This practice has been generally 
followed in most of the railroad and large industrial issues, 
although there are notable exceptions. The most frequent ex¬ 
ception to the rule is the exclusion of the preferred stockholders 
from any control whatever, on the theory that the preferred 
stockholders are merely investors in the company’s securities for 
income in the same manner as bondholders. In such cases, 
however, it is usually provided that if the preferred stock divi¬ 
dend is not regularly paid, the preferred stockholders obtain 
voting rights and may even elect a majority of the board of 
directors. 1 * 

“Thus the preferred stock contract of the P. W. Wool worth Company 
provided that the common stock alone should have voting power, except after 
three quarterly dividends on the preferred stock had been defaulted. The 
Wisconsin Central preferred shareholders have the right to elect a majority 
of the directors, if their dividend is not paid during two successive years. 
Somewhat elaborate protective provisions are drawn up in the charter of 
E. I. du Pont de Nemours and Company. “The non-voting debenture (pre¬ 
ferred) stock shall have no voting privileges except (a) in the event the com¬ 
pany shall fail to pay any dividend thereon and such default shall continue for 
a period of six months, in which event the voting and non-voting debenture 
stockholders shall have the sole right of voting to the exclusion of the common 
stockholders for the ensuing year and for each year thereafter until the com¬ 
pany shall pay all accrued dividends on said debenture stock; and (b) in the 
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Of the 47 railroad preferred stocks studied in 1925 one only 
had no voting* rights ; of the 49 public utility preferred stocks 
studied one only had no voting rights. Of the 165 industrials 
30 are specifically excluded from voting rights, although in the 
great majority of these cases the preferred stockholders ac¬ 
quired at least some voting privileges in the event of failure to 
receive dividends.® 5 The results from the study of 1,048 
preference stock issues (1925—1930) are as follows : ® e 


Table I. Ordinary Preferred Stocks 

Industrial (543). Public Utility (301) Both Groups (844) 


x. No provision and therefore 
presumably having full 
voting rights, or equal 
voting rights specifically 

No. 

Per Cent 

No. 

Per Cent 

No. 

Per Cent 

granted. . 

a. Voting only after one or 

more conditions-lapse 

of dividends', sinking 

fund arrears, decline in 

153 

a8.a 

88 

aq.a 

*41 

a8.s 

net current assets, etc. . 

361 

66.5 

i 84 

6 1 .a 

545 

64.6 

3. No voting rights. 

*9 

5-3 


9-6 

58 

6.q 


Table II. Class A Preference Stocks 


Industrial <165) Public Utility (39) Both Groups (-204) 


No. Per Cent 


No. Per Cent 


No. Per Cent 


x. No provision and therefore 
presumably having full 
voting - rights, or equal 
voting rights specifically 


granted . 

a. Voting only after one or 

more conditions-lapse 

of dividends, sinking 

fund arrears, decline in 

67 

40.6 

9 

33- 

76 

37-3 

current assets, etc. 

73 

44*3 

19 

49- 

qa 

45-1 

3. No voting rights. 

25 

15-1 

1 1 

28. 

36 

1 7-7 


event of the net earnings of the company in any calendar year amounting to 
less than 9% on the amount of debenture stock issued and outstanding during 
such calendar year, then the non-voting debenture stockholders shall have 
equal voting rights with the common stockholders, which voting rights shall 
continue until the net earnings of the company for some future calendar year 
shall equal 9% on the amount of debenture stock issued and outstanding in 
such future year.’* While such elaboration of detail is exceptional it indicates 
a wholesome demand on the part of the preferred shareholders that if they are 
to be regarded as bondholders, in excluding them from the management, they 
must be given compensating protection. 
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Table III. Preferred Stocks as Compared with Class A 

Preference Stocks 

Preferred Stocks Class A Stocks 

Both Industrial Both Industrial 

and Public Util- and Public Util- Both Groups 

ity <844) ity (204) (1,048) 

No. Per Cent 

1. No provision and therefore 

presumably having full 
voting rights, or equal 
voting rights specifically 

granted . 241 28.5 

2. Voting rights after one or 

more conditions-lapse 

of dividends, sinking 
fund arrears, decline in 

net current assets, etc. . S4S 64.6 

3. No voting rights. 58 6.9 

Contrasted with this exclusion of the preferred shareholders 
from the management are cases in which they are endowed with 
greater voting privileges than the common shareholders. In 
such cases the preferred shareholders have from two to four 
votes for each share held in contrast to a single vote for each 
common share, uu although in an extreme case, that of the Na¬ 
tional Biscuit Company, the preferred shareholder has seven 
votes. Under such cases of excess liberality care must be taken 
to protect the corporation and the common shareholder from 
attempts of the preferred shareholders to abuse their legal 
rights.^ 

uu The Mathieson Alkali Works allowed two votes to the preferred share¬ 
holders for each share ; the ICelly-Springfield, the Pure Oil, and the United 
States Distributing Corporation allowed four votes to each preferred share. 
See also next note. 

TT Apparently the preferred stockholders in the old Richmond and Danville 
attempted to abuse their protective rights, by forcing the railroad into a con¬ 
tract for their own benefit. 57 A notable case, and one which shows how the 
preferred shareholder may abuse his privileges, is that of the Aetna Explo¬ 
sives Company. This corporation went into the hands of receivers April, 
1917, as a result of extravagant and “obnoxious” (as the court said) “con¬ 
tracts for war material.” The receivers, aided by war prosperity, transformed 
the organization into a very profitable business. Each share of preferred stock 
had nine votes compared with one for each share of common stock, but the 
preferred shares could vote only if dividends had lapsed for a period of eight 
months. During the receivership eight months did pass without dividend pay¬ 
ment. Meanwhile, the preferred shareholders devised a “plan of readjust¬ 
ment” very favorable to themselves, including, among other things, a fee of 
$750,000 to their committee, the payment of bonds held largely by the preferred 

* 7 Daggett, Railroad Reorganization, 146 (1908). 
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Instances exist in the history of American finance when the 
preferred shareholders are given the actual control of the enter- * 
prise under any and all circumstances. Such cases, however, 
are rare and are usually, like the now historic case of the old 
Rock Island Company, in which the preferred shareholders 
elected a majority of the board of directors, based on tactics 
followed by a minority to concentrate the control of an enter¬ 
prise in the hands of a few who may derive a direct income 
from their shares at the same time that they secure an indirect 
income through their indisputable control over the enterprise. 
Often in case of financial embarrassment the management is 
voluntarily turned over to a committee of the preferred share¬ 
holders by the board of directors representing the common 
shareholders. And often, again, after reorganizations, the pre¬ 
ferred shareholders will be given the control until the payment 
of their dividends seems assured. 

The reorganization plan of the Norfolk and Western Rail¬ 
road contained the following provision which is fairly typical : 
“The holders of adjustment preferred stock are to be entitled 
during the period of five years after the reorganization of the 
new company, unless three full yearly dividends of 4./'o per 
annum shall have been paid on the adjustment preferred stock 
before the expiration of that period, to elect two-thirds of the 
whole board of directors . 99 50 

Classified Common Stock. -Perhaps the latest outstanding 

movement in the direction of stock preferences is the widespread 
use, since 1917, of a kind of special common stock having cer¬ 
tain more or less defined preferences. This is usually known 

shareholders, a new provision for the compulsory retirement of the preferred 
shares, and finally, a voting trust for the common stock. Owing to the 
interval of eight months, it seemed as if they might secure control of the 
stockholders meeting through their voting power of nine votes to one, and 
thus put through their plan against the interests and protests of the common 

shareholders. The court-order affirmed by the Circuit Court of Appeals- 

ordered the meeting postponed until the close of the receivership, during which 
time the receivers had the right to pay the preferred shareholders back divi¬ 
dends and thus extinguish their voting rights and their power to put through 
their reorganization. 6 ® 

M Graselli Chemical Company v. Aetna Explosives Company, 252 Fed. 456 (1918). 

Norfolk and W’estern Railroad Reorganization Plan, quoted 6a Chron. 64a (1896)* 
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as Class A common stock to distinguish, it from the ordinary 
residual common stock, known as Class B common stock. 

Although in England it has been customary for many 
years 60 to classify common stocks, the practice was rare in this 
country. In fact, down to the opening of the Great War any 
attempt to create distinctions among the equity shares and to 
endow some with preferences was looked upon unfavorably by 
both bankers and investors. At first there were few companies 
with Class A and Class B stocks, but after 1918 the number 
increased rapidly, and new corporations have, more and more, 
adopted this form of capitalization. ww Old corporations have 
had their financial plans reorganized to permit the issue of 
common stocks of more than one class. 

Three main reasons account for the sudden coming into 
prominence of the classified common stock. During the period 
of the Great War investor-speculators came into existence who 
demanded a share of the bounteous profits then being reaped 
by those engaged in industry, but who wanted, as well, some 
appearance of security greater than that offered by the ordinary 
common shares. Where there is a demand, there will be found 
a means for satisfying it, and the Class A common stock sud¬ 
denly made its appearance. A second reason was the desire of 
the management to sell, when the selling was easy, a common 
stock that had no special lien on property or earnings, yet al- 

ww I n a study of 541 issues of classified common stocks on the market on 
January 1, I 933,® 1 the number of corporations issuing such stock according to 
date of issue was as follows : The decline in number in 1921 and 1922 and 


Number op* Corporations Having Class A and Class B Stock 


Date of Issue 


Number 


Date of Issue 


Number 


1919 16 

1920 . 13 

1931 6 

1922 7 

1933 . 18 

19 24 20 

*925 67 


x 926 

1927 

1928 

1939 

1930 

1931 

1932 


37 
45 
93 
xx6 
2 1 


6 

6 


again in 1930, 1931 and 1932 were due, obviously, to decline in new promo¬ 
tions as a result of general depression. The decline in 1926 and 1927 may be 
attributed to a decline in stock market values. 


•° See note b of this chapter. 

• x Dow, J. K.., Class A Common Stocks, Harvard Graduate School of Business Admin¬ 
istration (1926). Followed by similar studies: Gustaferri, J. A. (1930), Summers, C. 
(down to September 1932, and another to January 1, 1933)- 
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lowed the management to retain full administrative control. 
Hence the distinction between Class A, which should receive 
noncumulative dividends, if the management so decided, and 
Class B, which, although subordinated to Class A dividends, 
yet retained full voting control of the corporation In other 
words, holders of Class A stock could participate in the earnings 
and the risks of the enterprise without acquiring any rights of 
administrative control.” 

A third reason, perhaps implied and only vaguely felt rather 
than consciously admitted, was the desire of bankers and inves¬ 
tors alike to have something new. The principles governing the 
merchandising of securities are like those governing the mer¬ 
chandising of any other commodity. Periodically the public 
requires novelty. Periodically the old drama has to be set in 
new scenery. The World War was a great nodal point in the 
history of human institutions. A new kind of security must be 
created to announce to the investor that the old order changeth 
in finance as well as in other channels of human activity. Yet 
the depression following 1929 killed even this new kind of 
financial mongrel. But the idea remains. And we shall prob¬ 
ably see in the years following the depression of 1930, new 
forms of equity shares adorned with new trimmings. 

Other reasons, subordinate to these, undoubtedly turned the 
course of security issues toward Class A stocks. Undoubtedly, 
too, the United States Cast Iron Pipe decision 62 which seemed 
to imply that noncumulative preferred stock dividends, earned 
but unpaid, would have to be paid to the preferred shareholders 
before anything was paid to the common stockholders, forced 
promoters, bankers and investors to insist on a kind of stock 
issue in which the rights of the shareholders were clearly stated 
and understood. That a stock issue should have preferences 
that were merely implied, not clearly understood, and that were 
subject to the implications of a court ruling, was repugnant to 
the idea of preferred stock. Class A stock, being essentially 

xx See comparisons between ordinary preferred issues and Class A prefer¬ 
ence issues in preceding pages of this chapter. 

See pages 17s-176, note dd. 
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and fundamentally a common stock, was not subject to these 
uncertainties. 

Characteristics of Classified Common Stock.-It is impos¬ 

sible to find any single issues having all the “special features” 
usually associated with Class A common stock. Still, from a 
study of a great variety of the recent issues, it is possible to 
generalize within broad limits. The Class A common stock, 
as well as Class B, has no par value . yy The promised dividend 

rate on Class A shares is usually S^o -hardly ever less than 6 a /o. 

In the earlier issues, particularly those of industrial corpora¬ 
tions, this dividend rate was noncumulative. In the later issues, 
especially those brought out since 1922, the dividend has been 
cumulative. 2532 It is almost invariably cumulative in the large 
public utility Class A stock issues. There is usually a provision 
to allow Class A stockholders to participate in dividends, in ad¬ 
dition to their allotted rate, after a liberal amount has been paid 
on the Class B stock. aaa 

In addition, there can be observed a tendency to make the 
Class A stock convertible into the Class B-a pretended advan¬ 

tage to make the shares attractive to the speculator-investor. bl>l> 
This tendency was very conspicuous in 1928 and 1929. 

Almost invariably, the Class A stockholders have no vote, 
or vote only after a continued default in the Class A dividends. 
Again, the Class A stock is usually callable ecc and it is often 
protected by a rather lax set of sinking fund provisions. From 
all angles this new variety of stock appears as a kind of weak¬ 
ened preferred stock ; it is another attempt to lure the investor 
into accepting lessened security in the hope of a speculative 
profit. 

yy Of the study of 1048 preferred and Class A preferred issues (1925— 
1930) > there were 204 Class A issues. Of these 30 issues had par value 
(149&) and 174 had no-par value (86^). 

** Ibid . (204 issues) 41 or 20% were noncumulative, and 163 or 80% 

were cumulative. 

“• Ibid. (204 issues) 32 (64 participating and 72 (369^) non¬ 

participating. 

bbb Ibid. (204 issues) 64, or 30%, were convertible. 

ccc Ibid. (204 issues) 121 were callable. 

•* Wilson, S. S.„ ibid. 
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Note on Intermediary Claims-In many connections in this 

book there are occasions to observe that by legal traditions the 
distinction between stockholder and bondholder, between pro¬ 
prietor and creditor, between borrower and lender, are inflexible 
and absolute ; and at the same time to point out that these same 
legal traditions are by no means clearly enforced by the courts. 
In the midst of an agrarian society or a society of small mer¬ 
chants and artisans the status of borrower and lender is so clear 
that the law finds it comfortably easy to define with exactness 
the rights of each. But we are not now living in an economic 
order of farmers and small merchants ; and the legal postulates 
and corollaries pertaining to the debtor-creditor relations have 
had to suffer modification. The ingenuity of the financial 
magician is greater than that of the jurist, but the jurist must, 
sooner or later, interpret anomalous creations of finance accord¬ 
ing to justice and social policy. The first joint stock enterprises 
had a simple structure, like that of the Bepperell Manufac¬ 
turing Company, illustrated earlier. 64 The stockholders alone 
had a claim on the assets and earnings of the corporation, 
subject only to a few individual creditors like the tax gatherer 
and the local merchant. But as more and more of the work of 
society was thrown on the corporation, new types of claims to 
its assets and its earnings arose intermediate between those of 
stockholder and the traditional creditor, the bondholder. There 
were weakened bonds and strengthened stocks interpolated be- * 
tween the bondholder at one end and the simple stockholder at 
the other end. The weakened bonds, such as debentures and 
income bonds, are described in a later chapter, and the strength¬ 
ened stocks have been described in this chapter. But these 
financial hybrids have not exhausted the category. The legal 
profession itself has created a series of quasi-creditor claims 
which belong somewhere in the intermediate zone. And it is 
my purpose at this point to bring together a group of five such 
claims which are somehow waifs between weakened bonds and 
strengthened stocks. They are described in the order of the 
author's guess of their preferential claim against the assets of 
the corporation. 


M Chapter 4. page iao. 
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1. Convertible debentures convertible at the option of the 
company . One corporation (Associated Gas and Electric Com¬ 
pany) had, in 1933, no less than $95,000,000 par value of such 
securities outstanding. These backhanded convertible bonds 
are clearly a creditor claim against the assets of the corporation, 
and as long as the holder is not forced, by the explicit terms in 
the contract of the indenture, to change them into some form 
or forms of stock, he can invoke the full protection and assert 
the full rights of any unsecured creditor. But this protection 
and these rights may be taken away from him at the will of the 
corporation, and it is in the interest of the corporation to change 
creditors into stockholders just when the creditor needs the 
protection of his contractual rights. He is a creditor so long as 
his creditor position is of no value to him, but he ceases to be a 
creditor when it is likely to be of value to him. He has the 
form, but not the substance ; he is a creditor only in name. 

2. Stockholders 9 claim to declared dividends . It is ele¬ 
mentary in corporation law that dividends may not be declared 
out of capital; they may be declared out of any kind of surplus 
whether arising out of paid-in stockholders’ premium, capital 
surplus, or earned surplus. It is also elementary in corporation 
law that a dividend, once legally declared out of surplus, be¬ 
comes a debt or obligation of the corporation which the stock¬ 
holders may enforce against the property of the corporation, in 
a manner analogous to any other debt. To the extent of the 
declared dividend, the stockholder has a claim against the cor¬ 
poration parallel to that of any unsecured creditor. Now sup¬ 
pose a dividend is declared to stock, either preferred or common, 
and immediately thereafter the corporation suffers such great 
losses by fire or bad debts or decline in the value of inventories 
that the stated capital becomes impaired. The dividend is still 
an enforcible claim against the corporation ; yet its enforcement 
would impair the capital and thus work injury and injustice to 
all other creditors who looked on the stated capital as the out¬ 
ward evidence upon which they relied for the satisfaction of 
their claims. Under these circumstances the claim of the stock¬ 
holders for declared but unpaid dividends would be subordi¬ 
nated to the claims of outside creditors. 
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3. Preferred stockholders’ claims for redemption. Pre¬ 

ferred stock contracts often contain clauses by which the cor¬ 
poration obligates itself to acquire and cancel a certain number 
of shares of preferred stock each and every year. 65 If this obli¬ 
gation is definite and fixed-not contingent on earnings-it 

represents a contract obligation which the corporation has as¬ 
sumed ; and in that sense the preferred shareholder demanding 
the redemption of his stock under this contract has a claim 
against the property of the corporation. The stockholder can 
enforce the obligation of redemption against the corporation 
just as if he were an outside creditor. But if the corporation 
has experienced losses during the regular course of its business 
which have impaired its capital, the stockholder cannot still 
further impair the capital by enforcing the redemption of his 
stock. He stands on the same ground with other creditors only 
so long as there is a surplus out of which the corporation may 
redeem his stock ; when this surplus is exhausted, he retreats 
to a position inferior to that of the general creditor. 60 

4. Cumulative preferred dividends. In practically every 
case of cumulative dividends on the preferred stock, the cor¬ 
poration has agreed to pay the accumulated unpaid dividend on 
the preferred stock in priority not only to dividends on the com¬ 
mon stock but also in priority to the distribution of any assets 
to the common shareholder. The accumulated dividends, there¬ 
fore, represent a claim against any surplus of the corporation. 

5. JVon-cumulative preferred dizndends. Surplus earnings, 
but not any surplus, are earmarked for the unpaid dividends 
on the non-cumulative preferred stock. 

86 .Discussed at length in Chapter 4, page is6ff. 

80 Stated explicitly in Hazel Atlas Olass v. Van Dyk et al.„ 2 Fed. (-2d) 716 (i9 2 5)* 



CHAPTER 6 


THE GENERAL CHARACTERISTICS OF 
FUNDED DEBT 

General Definitions. -Between the two classes of corpora¬ 

tion securities, stocks and bonds, there is a fundamental dif¬ 
ference, in spite of many efforts to create securities which par¬ 
take of the nature of both. Stocks are evidence of proprietary 
rights. The stockholders are under all circumstances partners 
and possess rights to the property and income of the corpora¬ 
tion only after the rights of all the creditors have been satisfied. 
Bonds are promises to pay a certain precise sum of money and 
a certain definite rate of interest. a 

These simple statements are in strict conformity to the time- 
honored distinction between debtor and creditor. They are, 
too, in strict conformity with the theory of our Anglo-Saxon 
law. This has sought, through centuries, to draw a definite 
and unalterable line between the evidence of debt and the 
evidence of ownership. And there are plenty of legal cases 
which adhere to the strict distinction. Yet the growth of inter¬ 
mediate types of securities, preferred stock, and preference 
stocks with clauses obligating the corporation to redeem them, 1 
income bonds and participating bonds-a development in finance 

* In an earlier publication, in an effort to state dogmatically a theoretical 
distinction of great moment to corporate finance, the following sentence was 
used : “In no sense can stock represent an outside claim ; in no sense can the 
stockholder regard himself as a creditor.” My attention has since been called 
by a kindly critic to the anomalous position of the stockholder of a “Building 
and Loan Association” or a “Savings and Loan Association*’ under the laws 
of many of the states. The shareholder of these associations is by statute 
and court decisions both a shareholder and a creditor. He is a shareholder 
in that he participates in the management and in the profits ; he is a creditor 
in that he has the legal right to demand that the association buy back his 
shares, and if this demand is not complied with within a reasonable length of 
time, he can petition the association into receivership. 

1 Chapter 4.. page 162. 
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rather than in law-has so altered the ancient opposition be¬ 

tween debtor and creditor that practically in finance, if not 
theoretically in the law, the strict verbiage of court cases has 
constantly lessening practical significance. 13 

The treatment of the general subject of bonds is confused 
by the variety of forms that have been issued. Certain of 
these forms are anomalous and resist any reasonable classifi¬ 
cation-bonds which may never fall due and bonds entitled to 

interest payments only out of net earnings. Owing to this con¬ 
fusion, no single statement can be made regarding all bonds as 
a class to which some exception cannot somehow and some¬ 
where be found. c There are, however, certain general char¬ 
acteristics of bonds to which most issues conform, and which, 
if absent, lead one to regard the case as an exception. There 


b As one recent legal writer, fully conversant with the vagaries of finance, 
said: 2 “Theoretically, there is a wide difference between a stockholder and 
a bondholder. In practice and as a matter of finance, the difference is not 
nearly as great as that which the law presupposes/' 

Observe, also, the note at the end of the preceding chapter in which certain 
quasi claims to corporate income and assets are described. At the present 
time there is no certain understanding of the legal status of all these part 
creditor, part debtor securities and claims that have been interpolated by 
promoter, corporate reorganizers, and by judicial decisions between common 
stock and “common" bonds. 

c There are practically no thoroughly scientific studies of corporate bonds, 
from the point of view of corporation finance. 3 

The following strictly formal definition is good : “To the word ‘bond/ 
custom has given the prerogative of representing all subdivided interest- 
bearing contracts for the future payment of money that are drawn with 
formality, whether they are secured or unsecured, whether the interest is 
imperative under all conditions or not." This definition, however, is perhaps 
too general and it excludes all forms of “perpetual certificates of debt." 

Even if one reduces the definition to merely a promise to pay a specific 


2 Berle, A. A., Jr., Studies in the Law of Corporation Finance, page 156 (1928). 
a For detailed studies the best work available is the atlas of White and Kemble which 
covers only railroad mortgage bonds. The investment aspect is fully treated in Cham¬ 
berlain and Edwards, Principles of Bond Investment Crev. ed., 1927). Bonds, as invest¬ 
ments, are also discussed in Lagerquist, Principles of Investments (1924). Aside from 
the elaborate treatises on the law of bonds and mortgages there is a brief, compact, but 
dogmatic, statement of the law by Heft, L., Holders of Railroad Bonds and Notes; Their 
Rights and Remedies (1916). For exhaustive study of the legal phases see Jones, L. A., 
Treatise on the Law of Corporate Bonds and Mortgages, and Short, E. L.. Law of Railway 
Bonds and Mortgages. The Investment Bankers Association have authorized the issue, 
under their auspices, of a little book by Lilly, Wm., Individual and Corporation Mortgages 
<1918), which gives in a very clear style, the essential legal facts of the modern corpora¬ 
tion mortgage. This book should be referred to in case more detailed information is wanted 
regarding the specific clauses and covenants of an indenture than are given in the follow¬ 
ing pages. 
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are other characteristics which may or may not be present, such 
as the privileges of redemption and of conversion into stock, 
which are not sufficiently unusual to render the issue in which 
they belong an exception, but which are sufficiently unusual to 
require special comment. It is the purpose of the present chap¬ 
ter to describe certain jgeneral characteristics of bonds, reserving 
for the following chapters a description of the varied standard 
forms. 

Parts of an Issue.- The bond, the document which is bought 

and sold by investors, is a right to participate in a certain legal 
contract which the corporation enters into with the holders of 
the bonds, or their representative, the trustee. There are, 
therefore, ordinarily two parts to each bond issue. d There is 
first the single elaborate document issued by the corporation, 
which is usually in the form of a triple agreement between the 
corporation, the holders of the bonds, and the representative 
of the bondholders. The latter is the trustee who serves as a 
kind of fixed intermediary between the corporation and its 
scattered and probably unknown bondholders. There are, 
secondly, the separate bonds issued under the agreement. They 
are distributed among investors as the individual and separate 
evidences of debt. Each is signed in the name of the corpora¬ 
tion with the certification by the trustee that the bond is covered 
by the agreement. The agreement specifies in great detail the 

sum at a definite time, there would occur to the mind the perpetual annuities 
issued by a few corporations which could not, by any twisting of words, be 
made to comply with the definition. If, on the other hand, the definition of 
bonds is made to rest on the certainty and the regularity of the interest pay¬ 
ments, the ordinary income bond would fall outside of the field. The per¬ 
petual certificates of indebtedness and the irredeemable income bond cannot 
by any subterfuge be included within a single definition. 

41 There are few exceptions. Some bonds are not issued under a mortgage, 
deed of trust, or indenture of any kind, but are merely long-period promissory 
notes of the corporation. Such issues are now very rare and belong usually 
to strong corporations whose credit at the time of issue was above reproach. 
To this class belonged numerous bonds of the old Boston and Maine Railroad, 
sold directly to local savings banks ; also the New York, New Haven and 
Hartford Convertible 35^s of 1956 and the Convertible 6s of 1948; also 
some short-time bonds having a very limited market and issued by companies 
of poor credit, as the International Steam Pump Company's Convertible 
Debenture 6% Notes of 1913. 
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obligations of the corporation, the duties of the trustees, and 
all the rights and privileges of the bondholders. 

In theory the trustee, formerly one or two individual per¬ 
sons and now invariably a trust company with or without a 
cotrustee, holds the property in trust for the benefit of the own¬ 
ers of the bonds. In practice, however, the duties of the trustee 
are merely nominal, consisting at most of receiving from the 
corporation the interest on the bonds and paying it over to the 
holders. The trustee does nothing of his own initiative to pro¬ 
tect his trust estate and will not act, even when requested by the 
bondholders, unless paid liberally for each and every move. 4 
The bondholders, however, probably have the right to apply to 
a court for the removal of a trustee, for cause, and the sub¬ 
stitution of another.® There has been much discussion, fruitful 
of various suggestions, directed toward increasing the active 
responsibility of trust companies acting as trustees under cor¬ 
porate mortgages.® The bonds themselves merely state that 
the corporation promises to pay “the bearer or registered 
holder” a sum of money on a certain date with interest in the 
meantime at a specified rate, and give a brief recapitulation of 
certain important promises contained in the agreement under 
which tho bond is issued. Great care is ordinarily exercised to 
see that the corresponding statements in the bond and the agree¬ 
ment shall be the same in letter as well as import.® When a 

* Sometimes troublesome litigation arises when the two statements do not 
agree. For example, in a certain income bond issue of the Mount Vernon- 
Woodberry Cotton Duck: Corporation, the mortgage specified that the corpo¬ 
ration should set aside a reserve for depreciation, yet in the wording of the 
bonds such a reserve was omitted. Litigation resulted (Whitridge v. Mount 
Vernon Company). The courts have maintained that the agreement shall 
govern in cases of discrepancy, as this forms the fundamental basis upon 
which the bonds are issued. Any bondholder could and would be presumed 
to refer to this document to ascertain his rights. Yet sometimes—and in the 
Mount Vernon-Woodberry case just cited—the court decided that the word¬ 
ing of the bond should control, as this was the form of the contract specifi¬ 
cally purchased by the bondholder. 

4 For a brief outline of the customary duties of a trustee, see Stetson, F. L., Some 
Legal Phases of Corporate Financing”, Reorganization and Regulation, 5a (1917). 

® Denning v. Bates, 186 Mass. 133. 

0 A severe criticism is to be found in a report of the Committee on Railroad Securities 
of the Investment Bankers Association. This report suggests delegating the supervisory 
functions of the trusteeship to a committee of the bondholders. Existing methods are de¬ 
fended by W'alker, R., Railroad Mortgage Trusteeship, 25 Trust Companies’ Magazine 541 
(1917). See also Posner. L. S., Liability of the Trustee under the Corporate Indentures, 
4a Harv. Law Rev. 198 (1928). 
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divergence is discovered the courts are not agreed as to which 
takes precedence. 

In the early days of corporate mortgages and agreements 
these documents were very simple. In form and in substance 
they copied the old real estate mortgage on the presumption 
that the fundamental basis of corporate property was real estate 
and the conveyance of corporate property, in trust, for the 
benefit of many bondholders rested on the same legal and equi¬ 
table principles as the conveyance of real estate, in trust, for 
the benefit of a single mortgagee. The old New York and 
Erie mortgage of 1847, on which the underlying issue of the 
Erie Railroad’s bonds, due in 1947, still rests, was a very simple 
short mortgage. But slowly, with the development of the cor¬ 
poration and after many judicial interpretations of the powers 
and limitations of the bondholders the modern corporate mort¬ 
gage has grown to be a formidable document, often running to 
nearly two hundred printed pages, and containing elaborate and 
intricate provisions to cover every conceivable emergency. The 
most elaborate and exhaustive mortgages are those for the great 
refunding issues of railroad bonds drawn since the Great War.* 
It is probable that the importance of the legal elaboration of the 
trust indenture, under which bonds are issued, has been exagge¬ 
rated, and that the legal fraternity assign greater importance 
to its involved phraseology than the actual conditions warrant. 
If the corporation has sufficient net reserve, it will pay the 
interest on the bonds for two very practical reasons-to main¬ 

tain its credit and to avoid the ills of litigation. And these 
imperatives are operative on the corporate will whatever the 
provisions and stipulations inserted by the lawyers in the trust 
indenture. If it has insufficient net revenues to meet the interest 
charges, then the corporation will pass into the hands of re- 

* Certain lawyers of New York have acquired a reputation for their skill 
in drawing elaborate corporation mortgages. 

7 Francis Lynde Stetson, a master of the art, has written a very illuminating: account 
entitled Preparation of Corporate Bonds, Mortgages, Collateral Trusts and Debenture 

Indentures-Some Legal Phases of Corporate Financing, Reorganization and Regulation, 

Macmillan (1917). This was a series of lectures delivered by prominent New York 
lawyers, specialists in their several subjects, before audiences of practicing lawyers. It 
will be referred to repeatedly in these pages. Copies of bond indentures are included in 
all the standard textbooks and case studies of finance. See Berle, A. A., Jr., Materials in 
the Law of Corporation Finance (1939). Copies of bond indentures, too, may be had 
from any bank with a so-called investment department or any private banker or broker. 
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ceivers. It fails. And the court into whose protecting arms 

it flies is interested merely in relative priorities-and sometimes 

not even in these if the public interest intervenes. 

These relative priorities are determined by the position of 
each bond issue in the financial structure and are little affected 
by the exhaustive covenants imposed on a corporation by the 
trust indenture of a bond issue. It is the court and not the 
corporation that will allot the assets and earnings rescued from 
the wreck; and the courts of equity have shown a declining 
regard for the intricate covenants of trust indentures, while 
the legal fraternity has shown an increasing zeal for their 
elaboration. If the corporation is successful, the interest will 
be paid anyway; if unsuccessful, economic expediency rather 
than legal promises will determine the outcome. 

Promise to Pay.-The first statement in a bond is the 

promise to pay a certain sum of money. This statement, more 
than any other, distinguishes the bond from the share of stock 
and indicates clearly that the bondholder is a creditor and not 
a partner in the corporate enterprise. But although the state¬ 
ment itself is important from the legal point of view, the details 
such as “gold coin” and “present weight and fineness” have 
more apparent than real significance, as the present United 
States laws ostensibly make all forms of currency redeemable 
by the government in gold, and the Congressional legislation 
of March, 1933, made all gold contracts redeemable in cur¬ 
rency. s Quite irrespective, however, of the legal status of the 
gold clause, the word gold is given undue prominence in bond 
issues having little security in order to obscure the absence 
of real elements of security by focusing attention on an empty 
symbol of strength. 

* By the act of Congress, May, 1933, the obligations of the government 
and of private debtors to pay in gold were summarily removed. During the 
Civil War a case was decided by the United States Supreme Court which 
ruled that the “gold clause" of a bond meant what it said—namely, the pay¬ 
ment in the metal gold. Owing, however, to the recent temper of the 
Supreme Court in seeking to support certain social legislation it is quite 
possible that the Court may “change its mind" in the interest of the debtor as 
against the creditor class. At all events the act of Congress in attempting 
to invalidate the gold clause of the government and private bond contracts 
was nothing else than legal repudiation. 
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Denominations. -The face value of the promise or denomi¬ 

nation of the bond, as it is called, was uniformly one thousand 
dollars in our American private finance until within the last 
30 years. Before that time government bonds had been issued 
in low denominations to meet the demands of small savers, 
but corporations still clung to the tradition that a bond must 
be of $1,000 in denomination. The practice was bad, since 
it drove the small investor into the purchase of stocks, the par 
value of which was usually $100, or into placing most if not 
all his capital in one bond—either course being contrary to 
sound investment principles. But in recent years some of the 
strongest corporations, as well as many weak ones, have issued 
$100 bonds and in some cases even bonds of a denomina¬ 
tion of $50. This practice is growing, so that an investor with 
a few hundred dollars may obtain the strength of a mortgage 
obligation and have an investment fund of ample diversifica¬ 
tion. 

Corporations object to the issue of bonds of small denomi¬ 
nation because of the additional initial expense and the greater 
clerical labor in attending to their interest payments. This 
slight expense is of inconsiderable importance compared with 
the advantage to the corporation of a far-reaching distribution 
of its securities among small investors. Such distribution not 
only insures a wide market in case of the issue of new bonds, 
but also makes less probable the quick depression of the market 
price because of some sudden increase in the floating supply. 
It may be said without hesitation, that the advantage arising 
from the higher selling price of the bonds, because of their 
small denominations, many times offsets the increased initial 
cost, and that, moreover, the advantage of a steadier market 
which comes with small holdings more than offsets the in¬ 
creased expense in caring for the interest payments. 

Time of Payment -Included in the promise to pay there is 

ordinarily the precise statement of a definite time, the maturity 
date of the bond. This is the characteristic which distinguishes 
bonds from redeemable preferred stock, although even this may 
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be abrogated in certain cases. h Thus the privilege of paying 
off an issue of bonds before they are due may be retained by a 
corporation, 8 and it is quite common to allow a certain latitude 
of time during which the corporation managers may pay the 
bonds if they see fit to do so. Such bonds are referred to by the 
limiting dates. Thus an issue of bonds which is due in 30 
years but payable in 10 years is referred to as 10-30 year bonds. 
Sometimes, although not frequently, the corporation may recog¬ 
nize the possibility of some contingency which may lessen the 
security or intrinsic value of bonds. As in such an event the 
bondholders might well demand the immediate payment of the 
bond by the corporation, the latter obligates itself in the bond 
to the immediate payment of the principal should that con¬ 
tingency arise. In public utility obligations, an early maturing 
franchise may introduce just such a contingency. 1 

Rate of Interest. -Following the promise to pay the prin¬ 

cipal amount at a definite time is the statement of the fixed 
rate of interest to be paid periodically. In rare instances this 
varies from time to time, but almost universally the interest 
rate is fixed and unchangeable. In very rare cases the rate of 
interest is not specified. Thus the Chicago, Burlington and 
Quincy Railroad Trust Mortgage of July, 1873, provided that 
the bonds issued under it should “bear interest at the rate of 
seven (7) per cent per annum, payable semi-annually, both 
principal and interest in currency, or at the rate of six (6) per 
cent per annum, payable semi-annually in gold.” 

In the few instances in which the bonds do bear a varying 

* An interesting: innovation-in government, rather than corporate finance 

—was the “unkundbar” German war loans. This may be freely translated as 
loans, upon the general terms of the redemption and maturity of which the 
government will not now declare itself. This was a step beyond the second 
and third Italian loans (5s of 1976, 5s of 1917) which have no maturity but 
which were redeemable at the option of the government after certain specified 
dates. 

1 The First Lien Collateral Trust Bonds of the Continental Gas & Electric 
Corporation, due in 1927, contained the following provision : “The principal 
thereof will become due on November 1, 1924, in the event that certain changes 
in the franchise of one of the underlying companies, as stated in the mortgage, 
shall not have become effective prior thereto.” 

• See subject of “redemption,•• discussed later in this chapter. 
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rate of return the rate begins small and increases gradually to 
a maximum. Such bonds, issued with variable increasing inter¬ 
est rates, ordinarily owe their origin to some period of expan¬ 
sion during which the shares of some poorly paying enterprise 
were acquired through the issue of bonds. The interest rate 
on such bonds was made low at first, as the property acquired 
had little earning capacity ; it was to be increased in accordance 
with the prospective increase of the acquired property’s earn¬ 
ings. Very frequently this prospective increase was not brought 
about and the corporation found itself burdened with an in¬ 
crease of fixed charges without any offsetting advantaged 

Ordinarily the interest rate is fixed, varying in accordance 
with the specific security, the investment market at time of 
issue, and the character of the enterprise. Naturally the higher 

i The device has been used chiefly in railroad and public utility consolida¬ 
tions. In the former, two rather notable, but unfortunate cases exist. The 
Cincinnati, Hamilton and Dayton General Mortgage Bonds of 19 39, bore 
interest as follows : 

1909—1911, no fixed rate, 4^2 ‘‘at the discretion of the Board.” 

1911-1914, 1 % fixed rate, 3^ out of “net earnings/' 

1914—1916, 3 %> fixed rate, 1^ out of “net earnings." 

1916 to maturity, 4fixed rate. 

The term “net earnings as applicable to the contingent charge between 
1911 and 1916 was defined in the indenture as follows: “if and to the extent 
that the net earnings and income of the Railway Company’s system ascer¬ 
tained and determined as hereinafter set forth shall suffice to pay such addi¬ 
tional interest.” And the indenture also provided that technical default would 
follow the failure to pay the earnings, if earned. 

The Toledo, St. Louis and Western Collateral Trust Bonds of 1917 were 
issued to acquire a bare majority of the Chicago and Alton Railroad’s shares. 
They bore interest at from 1907 to 1912, and 4% from 1912 to 1917. The 

dividend on the Chicago and Alton Railroad's shares ceased altogether after 
January, 1911, and the burden of these bonds caused the receivership in 
October, 1914, of the Toledo, St. Louis and Western Railroad. 

In the public utility field two large issues are notable. 

.In 1904 the Consolidated Gas Company of New York issued New York 
and Westchester Lighting Company's General Mortgage Bonds, of 2004, in 
order to pay for certain partially developed utility properties just north of 
New York City. They bore interest at the rate of interest beginning 

July 1, 1905, which increased gradually to 4% annually from July 1, 1914, 
to maturity. 

The Perpetual Interest-Bearing Certificates of the Public Service Corpo¬ 
ration of New Jersey, issued to pay for the shares of five electric railways, 
bore interest at the rate of 2% annually during 1904. The interest rate 
increased gradually y % each year until 1912, after which they bore 6% 
interest perpetually. 
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the security the lower the rate of interest, although some cor¬ 
porations consistently issue bonds at lower interest rates than 
their credit warrants, and sell them at substantial discount. 
The period of issue and the character of the enterprise de¬ 
termines the rate, as corporations are bound to follow custom. 
That is, if some electric companies are issuing 6first mort¬ 
gage bonds, others of equivalent credit must follow the same 
course; if the scarcity of investment capital forces the highest 
grade railway bonds to a 5level, inferior kinds of issues must 
be brought out at a consistently higher rate, or else sold at a 
very heavy discount. k Most corporations arrange the interest 
rate of the bonds so that the discount at which they are sold 
to the public shall not exceed 10 per cent. During a consider- 


k The privilege of calling an issue of bonds originally sold on a high 
interest basis when interest rates reach lower levels is a privilege more talked 
of than used. It would be taken advantage of only during periods of low 
interest rates following periods of high interest rates. And even then it is 
quite difficult to determine categorically that the refunding of one bond issue 
into another can be attributed unequivocally to the purpose of a reduction of 
interest rates.” Kingman found, in an examination of the refunding opera¬ 
tions of 50 railroads from 1890 to 1924 only 11 clear cases in which an issue 
was unquestionably refunded into a new issue, for the purpose of reducing 
interest charges. Nor is this surprising when it is remembered that the whole 
trend of interest rates has been upward since the middle nineties. 






Old 


Decrease in 

New 

Hate 

Road 



Rate 

Amount 

Interest 

Rate 

1 899 

Central of New Jersey 


5 

$ 1,500,000 

$ 1 5,000.00 

4 

1 899 

Texas & Pacific. . . . 



6 

438,000 

4,380.00 

5 

x 900 

Texas & Pacific. . . . 



6 

x 05,000 

x ,050.00 

5 

1901 

Texas & Pacific. . . . 



6 

1 1 8,000 

1, 1 80.00 

5 

1 902 

Texas & Pacific . . . . 



6 

1 23,000 

1,2 30.00 

5 

1 903 

Texas & Pacific .... 



6 

1 26,000 

x ,260.00 

5 

1904 

Texas & Pacific . . . . 



6 

1 33*ooo 

1,330.00 

5 

1905 

Southern Pacific . . 



5 

21,47 0,000 

2 1 4,700.00 

4 

1 908 

Chicago, Burlington 

’& 

Quincy . . 

5 

8 , 334,500 

83,3 45-00 

4 

1918 

Chicago, Burlington 

& 

Quincy . . 

6 

2,21 5,000 

44 , 300.00 

4 

1924 

Lehigh Valley . . . . 



6 

1 5,000,000 

1 50,000.00 

5 


From 1924 to 1930 there was a tendency of the investor to be satisfied with 
lower interest rates on high-grade railroad issues, and in consequence many 
roads, showing increasing earnings and constantly rising credit, were able to 
refund higher into lower interest bearing bonds. In some instances also the 
maturity date was extended. From a study of the refunding operations of 
no less than fifty of the principal roads of the United States Pinckley 10 and 

0 Kingman, John C., A Survey of the Recent Refunding- Operations of Fifty American 
Railroads, Harvard Graduate School of Business Administration (1925). 

10 Pinckley, J. C., Railroad Bonds Called for Redemption, 1925 to 1929, Harvard 
Graduate School of Business Administration <1930). Summers, C., Railroad Bonds Called 
for Redemption, 1929 to 1933, Harvard Graduate School of Business Administration 
< 1933 ). 
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able period before the Great War the rates on the same type of 
security remained remarkably constant. For railroads, 4 per 
cent predominated, 5 ^/o was consistently used by public utilities, 
and 5%> and 6 ^0 by industrials. 1 Since 1914 there has not been 
the same uniformity.” 1 

Summers concluded that there were eleven cases of refunding operations 
from 1924 to 1933 in which the object was to achieve reduction of interest. 


Sum mary 

Eleven Cases of Refunding: Operations 


Date of 
Calling 

Road 

Old Date 
of 

Maturity 

Old 

Rate of 
Interest 

Amount 

New Date 
ot 

Maturity 

New 
Rate of 
Interest 

Decrease 

in 

Interest 

July, 1927 

Illinois Central.. 

1934 

5^£% 

316,000.000 

1963 

4 

3160,000 OO 

Aug., 1927 

Missouri Pacific. 

1949 

6 % 

324,101,500 

1977 

5 % 

3241,015.00 

May, 1927 

Missouri Pacific. 

1965 

6 % 

6 % 

325,000,000 

1977 

5 % 

3250,000.00 

Sept., 1927 
July, 1928 

Western Pacific. 

1946 

3 2,950,000 

1946 

6 % 

3 29,500.00 

Chicago, Milwaukee A St. 

1934 

6 % 

314,000.000 

1989 

m 

3210,000 OO 

Feb., 1928 

Missouri-Kansas-Texas. 

1932 

6 % 

312,894.578 

1978 

3193,418.67 

July. 1928 

St. L>ouia-San Francisco. 

1955 

6 %* 

340,540,393 


4V*% 

3608,105 90 

Oct.. 1928 

St. Louis-San Francisco .... 

1960 

6 %• 

335.172,000 


4VS% 

3527,580 00 

July, 1928 

St. Louis-San Francisco. . . 

1942 


317,173.000 


4J^% 

4 34 % 

3171,730 OO 

May. 1928 

Southern Pacific. 

1944 

5 % 

329.400.000 

1968 

3147,000.00 

Jan.. 1931 

N. Y. Chicago A St. Louis. . . 

1975 


3 9,575,000 

1975 

4^% 

3 95,730.00 


* Income bonds. 


1 The following results were shown from a statistical study of 300 im¬ 
portant bond issues (entirely a random selection) chosen 50 each from the 
railroad, public utility, and industrial fields, and classified according as they 
were issued from 1889 to 1900, and from 1900 to 1914. The results are as 
follows : 

Raiuroaj} Public Utility Industrial 



No. 

No. 


No. 

No. 



No. 

No. 

No. 

over 

under 

No. 

over 

under 

No. 

No. under over 

4% 

4 % 

49 k Aver. 

5% 

5% 

59k Aver. 

S9k 

6% 

59k 

6 < 7 o Aver. 

1889-1900 26 

17 

7 4 32% 

34 

6 

10 4-94% 

22 

25 

3 

0 5.47 9k 

1900 — 1914 . 35 

1 1 

4 4 - 25 % 

31 

5 

12 4 - 92 % 

18 

27 

4 

i 5.539k 

Averages 


4 - 28 % 


4 939k 




5-5 0 % 

The study 

was 

carried on from 

1914 

to 1933 for 

public utility bonds only. 

with the following result. 








Total 










No. 


5% 

Over s*7o 

Under 5 % 

Average 

1914—1929 

.... 

. 50 


*9 

27 


4 


5-859k 

1929—1932 

.... 

. 50 


^3 

1 3 


14 


5.339k 


m Friedlander found that from 1914 to 1924 the average rate of yield of 
853 industrial bonds was 7.02% and for 278 separate industrial note issues was 
7.06%. Six: per cent bonds were issued at a considerable discount and 7*^6 
bonds at par. 11 Burbank 13 and Summers found that the coupon rate of 
issue on industrial bonds seemed to fall from 1925 on to 1932. But there were 
not enough cases used to give the conclusion great value. 

Friedlander, A. J., A Statistical Study of Industrial Bonds Issued Between January 
1, 1914 and January z, 1924, Harvard Craduate School of Business Administration 

(1935). 

12 Burbank, S. W.. Rate of Interest Industrial Bonds 19a5 to 1930, Harvard Graduate 
School of Business Administration (1931)- Summers, C., op. cit 1930 to 1933. 
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Place of Payment. -In connection with the promise to pay, 

the bond and the deed of trust-if such exist-state also the 

place at which the principal and interest are payable, usually a 
trust company or bank in a large city. Although it has become 
a universal practice, because a convenience to all concerned, this 
specific mention of a place of payment is not required by law. n 

The Security-Mortgage Bond and Debenture.-After the 

promise to pay, the bond usually states in abbreviated form 
the kind of security upon which the bondholder may rely for the 
enforcement of the corporation’s promises. This is either a 
mortgage on certain property or a specific agreement reinforc¬ 
ing the mere promise to pay. In the former case the bond is 
called a mortgage bond and in the latter a debenture. In case 
the bonds are not protected by a specific mortgage a promise is 
usually made by the corporation to protect the issue in case its 
property is subsequently mortgaged. 

Open and Closed Bond Issues.-The question of the pro¬ 

tection of the bondholder from abuses of subsequently created 
mortgage or debenture issues suggests at once the allied ques¬ 
tion of “open” or “closed” bond issues. A “closed” issue is 
one in which no more bonds can be issued under the mortgage 
deed of trust or debenture agreement. The transaction is 
finished. If specific property is pledged, there can be no more 
bonds issued having the same hold on it; although other and 
succeeding mortgages may be created without limit, the lien 
of all these will occupy a subordinate position. An “open” 
issue, on the other hand, permits the further issue of bonds 
with the same lien as those already outstanding, and in the 
case of subsequent failure, the holders of all these issues stand 
on the same footing. An open issue of debenture bonds permits 
the further issue of debentures under the same trust agreement. 

Con fusion arises in regard to the use of the terms “open” and 

" Very few issues can be found in whicb some place of payment is not 
mentioned. Exceptions, however, exist. For example, no place was men¬ 
tioned in the New York, New Haven and Hartford* 3^2 issue of 1912. In 
such rare cases it may be assumed that the principal office of the company or 
its principal agency is the place of payment. 



:2I4 


CORPORATION SECURITIES 


“open-end” mortgage or debenture bond issue. This confusion 
has arisen from the difficulty of deciding the degree of “open¬ 
ness” that shall constitute an “open-end,” for there are many 
instances in which the limit on the amount of the subsequently 
issued bonds is so large as to constitute, to all practical purposes, 
no restriction whatsoever. To avoid confusion we will define 
the tern'is with some degree of precision. A closed mortgage 
or debenture bond issue is one in which all the bonds that can 
be issued legally under the indenture or agreement are issued 
and outstanding. An open mortgage or debenture bond issue 
is one in which the indenture or agreement permits the issue 
of bonds in addition to those outstanding. Furthermore, open 
mortgages are, in outward form, of two kinds. In one the 
upper limit, or authorized issue, is definitely stated, and when 
this limit has been reached the issue becomes, automatically, 
closed. In the other class there is no specific upper limit to the 
total amount of issue, except that in some cases the amount of 
the outstanding bonds must not exceed a certain ratio to the 
common stock. This latter provision, however, is of little 
practical significance as the management can increase indefi- 
t nitely the amount of common stock. The former class of open 
issues may be called limited open and the latter class unlimited 
open bond issues. This latter descriptive term is synonymous 
with “open-end.” 

Restriction on “Open-End” Bonds.-As the motive of self- 

interest may impel a corporation to issue as many bonds as 
possible, it is customary and necessary that the conditions 
under which additional bonds may be issued, under either form 
of an open bond issue, should be defined with care and pre¬ 
cision in the original indenture. This is necessary in order 
to protect the corporation in the exercise of its apparent rights 
under the terms of the original issue quite as much as to protect 
the bondholders in preventing the dilution of the lien of their 
security . 13 For unless the conditions defining the bonds to be 
issued subsequently are stated precisely, the attorneys for the 

** Stetson, F. L.. Some Legal Phases of Corporate Financing, Reorganization and 
Regulation, 33 (1917). 
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trustee may advise that, in case of uncertainty, the trustee 
should refuse to certify further bonds. 0 

These restrictions usually refer both to the property secur¬ 
ing the bonds and the income available for the bond interest. 
The former set of provisions protects the bondholders from 
undue emasculation of the principal of their lien, on the theory 
that the actual cost of property is the basis of security. The 
latter set of provisions protects the bondholder from the les¬ 
sening of earnings available for bond interest, on the theory 
that earning power is the basis of security. In truth, therefore, 
the bondholder has both forms of protection. 

In order to protect the principal of the lien the corporation 
agrees not to issue further bonds except for refunding certain 
specific underlying issues and for the payment of new con¬ 
struction up to a certain percentage of its cost or for other 
equally specific purposes. These specific purposes for which 
the subsequent bonds may be issued should be defined with 
great care. Often the corporation retains for itself unwar¬ 
ranted privileges in the freedom of subsequent issues. Thus 
the great “open-end” mortgage of the Dayton Power and 
Light Company permitted the issue of bonds to pay for the 
stocks-not bonds or property-of street car lines without de¬ 

fining the equity the stocks must have. 

Among public utility corporations the issue of new bonds 
is usually limited to 70^? or 80% of the actual cost of the 

0 There was a case of a small Maine public utility which had the right to 
issue bonds up to $150,000 par value—$121,000 having been already issued and 
sold. The remaining $29,000 could be issued, provided certain clearly defined 
conditions were complied with. Among these was one relating to net earnings 
after depreciation. Two years or more after the original issue, the capital 
improvements and the net earnings having increased in the meantime, the 
directors sold the remaining $29,000 to bankers on the assumption, supported 
by the corporation's accounts, that all the conditions of the indenture permit¬ 
ting the further issue of bonds could be complied with. But when it came 
time to deliver the bonds to the bankers the trustee refused certification 
because the amount of depreciation was not clearly defined, and the trustee's 
attorney advised the trustee not to assume the responsibility of acquiescing 
to the corporation's treatment of depreciation. After a prolonged contro¬ 
versy the trustee certified to the bonds but insisted on holding in trust for 
an indefinite period the proceeds of the sale of the bonds received from the 
bankers, and the corporation was forced to contribute the discount from its 
own treasury. 
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improvements to be covered by the bonds. In this way the 
stockholders are forced to supply from 20% to 30% of the 
money required for new construction. Established railroads 
usually retain the privilege of issuing additional bonds up to 
the full cost of the new construction, while among industrials, 
where open-end mortgages are rare, the corporation is some¬ 
times limited to 50^ of the cost of new property or new con¬ 
struction. 

The restricting provisions governing income are based, at 
best, on theories of accounting and should be very clear. They 
usually stipulate that no new bonds can be issued unless the 
previous net earnings p are well over the interest both on the 
old bonds and those it is proposed to issue. In public utility 
open mortgages it is ordinarily required that the earnings shall 
be from one and one-half to three times the bond interest. The 
commonest proportion is twice the interest charges. If the 
open bond issue is itself of apparently doubtful character, like 
a debenture without mortgage security, the restriction is 
stronger ; in such a case three times interest charges is common. 
A proportion as high as three to one is somewhat unusual 
among mortgage bond issues, but it affords liberal protection 
to the holders of debentures. 

The contract protecting the American Gas and Electric 
Debentures of 2014 (American Series) required that no new 
debenture bonds should be issued “unless the net income of 
American Gas and Electric Company (after deducting expenses 
and interest on outstanding secured indebtedness of the Com¬ 
pany maturing not less than five years from the date of issue) 
as determined by a certified public accountant, to be approved 
by the Trustee, for twelve months within the fourteen calendar 
months immediately preceding any application is at least three 
times the interest charges for a like period on the Debenture 
Bonds outstanding, those applied for, and interest upon any 

p In rare cases the gross earnings are also defined. Thus in the open 
mortgage of the Mobile Gas Company it is required for further issue of 
bonds, among other things, that the gross earnings must be four and a half 
times the interest on both the bonds already issued and those proposed to be 
issued. 
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indebtedness of the Company other than the secured indebted¬ 
ness above mentioned/* 

In addition to the main restriction to the cost of property 
and the net available income, there are sometimes, but not 
frequently, inserted in open mortgages other special provisions. 
For example, especially in industrial bonds issues, it is pro¬ 
vided that the net quick assets shall equal or exceed the out¬ 
standing bonds. In rare cases a city may reserve the authority 
of issue for the bonds of its public utilities, or the investor may 
require the city’s certification for the issue of further bonds 
under an open mortgage. Thus, additional first mortgage bonds 
of the Chicago Railways Company could be issued only after 
the comptroller of the city had certified that the improvement 
made out of the proceeds of the bond was in accord with the 
ordinance under which the company’s charter was granted. This 
ordinance accepted by the voters April 2, 1907, gave to the 

company a monopoly, subject to city purchase, of the street rail¬ 
way lines and provided that the Board of Supervising Engineers 
of the city must approve of extensions which might be paid for 
by the sale of the trust mortgage bonds. But for this restric¬ 
tion, however, the amount that might be issued was unlimited. 
All of the bonds issued retained a first lien on the entire property 
and “as against the city and any licensee of the city and any and 
all other persons having or claiming to have any interest or bene¬ 
fit under this ordinance, the lien securing said bonds and obliga¬ 
tions shall at all times be deemed and recognized to be a first lien 
upon the entire street railway system hereby authorized, includ¬ 
ing all rights granted to the company by this ordinance.” 

It has been observed already that open mortgages may 
conveniently be divided into two classes according to whether 
there is or is not a definitely defined upper limit. Frequently, 
even in great open-end issues the amount is theoretically limited 
to two or three times the outstanding issue of common stock. Q 
This, however, affords far less protection to the present and 

Q The mortgage of the Boston and Maine Railroad provided that “the total 
issue at any time outstanding including bonds at that time reserved for re¬ 
funding underlying bonds, is limited to a principal amount which, when added 
to the aggregate principal amount of all the pre-existing bonds secured 
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future bondholder than some statutory restriction subject to 
the interpretation and restraint of an outside body. In actual 
practice, the restrictions to the unlimited issue of the Chicago 

Railways Company’s First Mortgage 5s-protected by special 

statute and the necessity of certification by the municipality 

itself-protected the investor far more than mere limitation of 

the amount of issue. Theoretically the issue was unlimited, 
practically it was limited by safeguards much stronger than the 
mere statement of a theoretical limit never likely to be reached 
in practice. 

Increasing Prevalence of Open Bond Issues -Open bond 

issues were comparatively unknown until about 1901, but since 
that time they have become common in all fields of corporate 
financing except that of industrials while, even there, the use 
is increasing. To ascertain the extent of the contemporary use 
of closed and open bond issues, a survey was undertaken 
covering the period from 1920 to 1933. The method pursued 
was to make a random selection of 480 bonds for the period 
from 1920 to 1924, another random selection of 480 bonds 
from 1935 to 1929, and a somewhat more exhaustive study of 
120 bonds issued from 1929 to 1933. From this study it 
appears that upwardof two-thirds of the railroad bonds in the 
earlier period and over nine-tenths in the later periods were 
open issues. Over five-sixths of all the public utility bonds 
in the earlier period and over seven-eighths in the later period 
were open issues, whereas in the industrial field only about 
one-fifth of the issues in the earlier period and a little over a 
third of all the issues in the later period were open issues. 
And of these open industrial bond issues, practically all were 

hereby and then outstanding, shall not exceed twice the aggregate par value 
of the capital stock of the railroad at that time paid and outstanding." The 
mortgages of the Chicago and Northwestern Railway and the Chicago, 
Burlington and Quincy Railroad both state, "The total amount of bonds 
which may at any time be outstanding under this mortgage is limited to an 
amount which together with all outstanding prior debt of the company, after 
deducting therefrom the amount of all bonds reserved to refund prior debt at 
or before maturity, shall never exceed three times the par value of the then 
outstanding capital stock of the company." The total amount of bonds which 
may be outstanding under the mortgage of the New York, Chicago and St. 
Louis Railroad is also three times the capital stock outstanding. 



GENERAL CHARACTERISTICS OE FUNDED DEBT 219 

limited in their total amount authorized. In other words, open 
bond issues have now become well nigh universal in railroad 
and public utility finance, and are increasing in use in the in¬ 
dustrial field. 

The conclusions stated above rest on three independent but 
closely related studies. The first 14r covered the field from 1920 
to 1924, and showed the following results. 

Table I. Open and Closed Issues of Mortgage Bonds 


(Random Selection of 480 Issues Brought Out 1920—19:24) 



Railroad 

Public Utility 

Industrial 

Total 

Closed Issues . 


10 

15 


273 

298 

Open Issues . 


21 

87 


74 

182 

Upper limit authorized. 

14 


33 

70 



No definite money au¬ 







thorization . 

7 


54 

4 



Totals. 


3 i 

102 


347 

480 


The second 1S covered the period 1925 to 1929, and showed : 


Table II. Open and Closed Issues of Mortgage Bonds 
(Random Selection of 480 Issues Brought Out 1925—1929) 



Railroad 

Public Utility 

Industrial 

Total 

Closed Issues . 

2 

34 


165 

201 

Open Issues . 

^7 

172 


80 

279 

Upper limit authorized. 

22 

27 

65 



No definite money au- 






thorization . 

5 

145 

15 



Totals. 

29 

206 


24s 

480 

It is interesting 

to observe 

that the 960 r 

andom selections 

of these two studies 

together give an accurate 

inde 

x of 

Ameri- 


can bond practice in the period of the upward swing, and the 
climax, of the industrial cycle from 1921 to the close of 1929. 
Combining the two tables, we have the following results : 


Table III. Open and Closed Issues of Mortgage Bonds 
(Combined Results of Tables I and II) 



Railroad 

Public Utility 

Industrial 

Total 

Closed Issues. 


12 


4 9 


438 

499 

Open Issues . 


48 


*59 


154 

461 

Upper limit authorized. 

36 


60 


135 


231 

N 0 definite money au¬ 








thorization . 

12 


199 


19 


230 

Totals. 


60 


308 


593 

960 


14 Dayton, W. L., Open-End ortgagres. Harvard Graduate School of Business Ad¬ 
ministration (1935). 

15 Richer, J. D., Analysis of Bonds 1935—1929, Harvard Graduate School of Business 
Administration (1930). 
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Expressing- some of the above results in percentages, we 
have the following interesting comparisons. 

Table IV. Open and Closed Issues of Mortgage Bonds 
(Combined Results of Tables I and II, in Percentages) 


Railroads 

Public Utility 

Industrial 

Total 

Closed Issues . 

20% 

16% 

76% 

52% 

Open Issues . 

80% 

s 4 % 

24% 

48% 

Percentage of open issues 





with upper limit. 

67% 

23% 

87% 

50% 

Percentageof open issues 





without upper limit.. 

33% 

77% 

13% 

50% 

A study 16 covering bond 

issues sold since the beginning 

of the depression following 

the October, 

1929, peak 0 

f the 

stock market shows 

the following results : 



Table V. Open 

and Closed Issues of Mortgage Bonds 


(Random Selection of 120 Issues Brought Out 

*93 f >~ 1 932 inc.) 



Railroad 

Public Utility 

Industrial 

T otal 

Closed Issues . 

0 

1 

1 1 

12 

Open Issues . 

14 

76 

18 

108 

Upper limit authorized. 

14 

32 

17 


No definite money au- 





thorization . 

0 

44 

1 


Totals. 

14 

77 

29 

120 


This summary, -.although covering a random selection of 
only 120 bond issues, shows clearly that even under the more 
difficult conditions of bond selling prevailing during a period 
of depression, the open bond issues have definitely superseded 
the old closed form. This condition will unquestionably prevail 
in the years to come. 

Possibilities of Danger. -The wide, perhaps unbridled use 

of open bond issues and especially those with very large 
numerical limitations-or none at all-has possibilities of seri¬ 

ous danger to the investor. It also undermines the general 
strength of our financial structure. Even the wholesome re¬ 
striction is capable of abuse. Excessive costs of machinery, 
land, and franchise rights may inflate the plant account beyond 
reason, excessive maintenance and depreciation charges may 

10 Donham, P., Analysis of Bonds, 1930— 193a inc., Harvard Graduate School of 
Business Research (1933). 
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reduce it-all in accordance with some ulterior purpose of the 

management. 

The abuses are conspicuously present as regards the cost of 
property restrictions in public utility issues. The provision re¬ 
stricting the issues of new bonds to 70% or 80% is susceptible 
to manipulation by an unscrupulous management. By making 
heavy charges for engineering services, heavy intermediate 
profits on materials furnished, and fictitious valuations for new 

real estate-either through the directors and their associates or 

through subsidiary or allied corporations-it is possible to so 

inflate the construction costs that the 70 or 80 per cent which 
the terms of the open mortgage may cover will equal the entire 
actual cost. The only protection for the bondholder in such 
cases is through a valuation conducted by the trustee of the 
mortgage acting as the bondholder’s agent, or by a disinterested 
body, such as the Public Service Commission of the state. 
Fortunately cost of property means little regarding the funda¬ 
mental security of public utility bond issues, so that framing 
the capital accounts to suit the exigencies of bond issues does 
little real harm to'the security of the investor. 

As investors rely mostly on net earning statements in their 
purchase of public utility securities, the restrictions on further 
issue, based on earning power, are of vital importance. The 
manipulation of the income accounts is the most serious offense 
of corporation managers seeking to obtain the confidence of 
investors. Net earnings can be manipulated in the year just 
before a contemplated issue of bonds by curtailing maintenance 
or by making unusually large capital expenditures. This is 
sometimes specifically guarded against by detailed provisions 
in the mortgage. Such a wholesome, but unusual, provision 
is that contained in the mortgage covering the Refunding and 
Extension Mortgage 6s, 1957, of the Birmingham Railway, 
Light and Power Company which requires that: “ten per cent 
of the gross earnings shall have been expended for maintenance 
in the preceding twelve months,” before computing the net earn¬ 
ings of the company. After all has been said, however, frank, 
explicit, and clear-cut methods of accounting are, in the end, 
the investor’s soundest protection. 
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Advantages and Disadvantages-Open and Closed Bonds. 

-The advantages and disadvantages of open and closed issues 

of bonds are not easily compared. In either case, much more 
depends on the fundamental honesty of corporate managers 
than the strict language of legal contracts seems to imply. If 
the management wishes to deceive the bondholders, the fact 
that the bond issue is closed may not serve as an obstacle. On 
the other hand, if the management intends to safeguard the 
interests of its bondholders, liberal provisions for issuing new 
bonds are not likely to be abused. Generally speaking, closed 
issues of bonds are better from the point of view of investment, 
but less desirable from the point of view of the corporation. 
An investor in a closed series knows exactly where he stands 
if the corporation fails. On the other hand, the corporation 
may get into trouble because it cannot obtain money for im¬ 
provements when its property is fully covered by a previously 
existing mortgage, and in that case the bondholder is adversely 
affected through the general disaster of the corporation. In 
the majority of cases the provisions of open mortgages are not 
abused by corporation managers and the existence of an easy 
and simple method of financing extensions operates to the 
advantage of all security holders. 

One matter of which corporation managers should take 
especial care concerns the conditions of marketing the successive 
instalments of bonds. It is a distinct advantage of closed mort¬ 
gage bonds that the market for them requires less artificial 
protection. All security prices are determined in the end by 
supply and demand. If a corporation suddenly, and without 
proper safeguards for maintaining a market for the old bonds, 
issues a block of new bonds under an open mortgage, the supply 
will be temporarily increased. As a result the market price of 
the old bonds, as well as the new, will fall. Allied to this 
disadvantage, is the fact that the early buyer of an open-end 
issue of bonds does not know about, nor can he be safeguarded 
against, the subsequent sale of a later block of bonds on more 
advantageous terms. In the spring of 1914, investors bought 
the first instalment of an open issue of the Montana Power 
Company’s First Mortgage Bonds for 94. Four years later in 
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the spring of 1918, when the company was in a far stronger 
position, and with a greater margin of earnings, another in¬ 
stalment was offered at 89. Similar instances within the five 
years from 1928 to 1933 are legion. They indicate, obviously, 
merely reflections of changes in the money market ; but the 
smaller size and more seasoned ownership of the bond issues 
secured by closed indentures renders their prices less susceptible 
to the effect of short period changes in general money rates. 

Maturity of Bonds. -Bonds, unlike shares of stock, mature 

at a definite time/ The length of their life varies greatly ac¬ 
cording to the credit market at the time of issue, the prejudices 
of investors, and the type of security behind the bonds. A 
classification of periods is little more than approximate, yet 
such phrases as * ‘short-term” and ‘‘long-term” have crept into 
the vocabulary of finance. Without holding too rigidly to the 
limits given, one may say that obligations which mature in less 
than 5 years are of the nature of notes, meaning by note merely 
a short-time bond in which the safeguards are much more the 
temporary credit of the corporation than its permanent assets. 
Bonds which run from 5 to 1 5 years may be conveniently desig¬ 
nated as short-term, while those that run from 15 to 40 years 
may be called medium-term bonds. Those which will not 
mature for more than 40 years should be called long-term bonds 
and belong to a special class because of the difficulty of pro¬ 
jecting conceptions of property value into the distant future. 

Each general class is distinct, whether or not the limits just 
mentioned would be generally acceptable. Notes and short- 
period obligations are sold mostly to banks and business men 
who are in a position to turn their resources quickly. They are 
often of the form of debenture bonds without specific security, 
or with inferior security ; or they may be secured by the pledge 
of other bonds which the corporation proposes to market 
before the short-term obligation matures. Medium- and long- 

r Unless we refer to perpetual bonds, or a few cases of farcical maturities. 
Of the latter perhaps the most suggestive are two issues of income debenture 
bonds of the Green Bay and Western Railroad. Not only is the interest paid 
only “if earned/* but the bonds mature only if the road is sold or reorganized ! 



224 


CORPORATION SECURITIES 


term bonds, on the other hand, are sold to investors, savings 
banks, and insurance companies, all desiring permanence of 
investment and continuing strength of security rather than 
early convertibility into money. Because their purchasers de¬ 
sire, above all else, unqualified security, they are ordinarily 
protected by a mortgage on permanent, tangible property and 
long-term “rights” and franchises. 

Long-term Bonds.-In the history of American finance 

long-term bonds were comparatively unknown until the period 
of railroad reorganization following the panic of 1893. True, 
bonds of 50 years’ maturity were sometimes issued in the period 
before the Civil War, but 100-year bonds were practically un¬ 
heard of. In fact, the number of 100-year bonds issued before 
1880 can be counted on the fingers. When issued, they were 
usually of inferior value, such as second or third mortgage 
bonds on weak railroads and their issue was regarded as a kind 
of preferred stock possessing the name of a bond. With the 
improvement of credit of the issuing roads some of these old 
closed 100-year bonds have now come to be numbered among 
the strongest securities available to the American investor. 
Thus, in 1880, the old Louisville and Nashville Railroad issued 
a closed second mortgage bond on its St. Louis extension, due 
in 1980. The security at the time was meager and the interest 
rate was only 3 a /o . Yet because of the improvement of the 
road’s general credit, the increasing importance of the St. Louis 
line, the large expenditures subsequently made, these bonds are 
now among the choicest available. It might be said in this con¬ 
nection that the prospective investor may often obtain very 
high-grade bonds by searching out some of these old long-term, 
divisional bonds, long since forgotten. 

As a class long-term bonds may be said to have arisen as a 
result of the ngfjundiiag of the older short- and medium-term 
bonds of defaulting railroads into long-period bonds following 
the numerous railroad reorganizations of the decade from 
1890 to 1900. 17 The practice having been established among 

17 Daggett, S., Railroad Reorganization, 365 (1908). Daggett points out that the 

lengthening of the term of railroad bonds during the reorganization period was regarded 
by investors as an advantage on the presumption that interest rates were falling. 
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the larger trunk line roads, it was adopted by others. Over 
two-thirds of the large railway systems of the country have 
issued, at one time or another, bonds of 100 years or more. 
This practice followed in the wake of the realization that the 
debt of American railroads would never be paid ofT and that 
the lien placed upon the roads was, in a sense, quite as perma¬ 
nent as the stock. The extreme limit of longevity of a bond 
was presumed to have been reached when the West Shore Rail¬ 
road placed on its lines a mortgage due in the year 2361. This 
is exceeded, however, by the farcical date of maturity of the 
Elmira and Williamsport 5 Income Bond of 2862. Bonds 
extending over 50 years are not ordinarily issued by public 
utility operating corporations, except by the large metropolitan 
traction and lighting companies, the property of which ap¬ 
proaches, at least in theory, the permanence of that of steam 
railroads. 18 If exceptions to this principle exist, they are the 
issues of very strong, widely known corporations with high 
credit. 19 Even then the long-term bonds of public utility com¬ 
panies are to be looked upon much more as high-grade, non¬ 
voting stocks than as real bonds, having substantial physical 
property as their security. 

For example, the issue of the American Gas and Electric 
6s Debentures of 2014, July, 1914, is of the nature of a first 
preferred stock. The company has very strong credit-per¬ 

haps the strongest of the Electric Bond and Share Company’s 
operating affiliates. At the time of issue the company had a 
surplus available for interest over twelve times the requirements, 
its common stock was selling for i86^> and its 6preferred 
stock at 96^? of par in the market. This issue was a mistake, 
as the long period of the maturity prejudiced the investors, 
who would have been willing to pay as much or more for a pre¬ 
ferred stock with far smaller concessions from the company. 
It should be noted, too, in this connection that the Public Serv¬ 
ice Corporation of New Jersey is one of the few corporations 

18 For example, see the Brooklyn Rapid Transit, First and Refunding 4s, 200a; and 
Manhattan Railway Consolidated 4s, 1990. Consolidated Gas Co. (N. Y. and Westchester 
Lighting General Mortgage 4s, 2004.) 

18 An extreme case is Commercial Cable Company's First Mortgage Bonds, due 2397. 
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in the United States that have issued perpetual certificates of 
debt. They are, in this case, a kind of collateral preferred stock 
secured by a deposit with the Fidelity Trust Company of the 
stocks of five subsidiary and related electric railways. It 
should be noted in this connection that the only very long-term 

public utility bonds—or any long-term bonds for that matter- 

issued within the last 8 or io years have been the ioo-year de¬ 
bentures of the great holding companies-witness : 



Date of 

Date of 

Interest 

Redemption 

Amount of 

Issuing Corporation 

Issue 

Maturity 

Rate 

Price 

Issue 

Southeastern Power and Light 

1925 

2025 

6 

110 

$41,500,000 

National Power and Light. ... 

1926 

2026 

6 

x 10 

9.500,000 

Lehigh Power Securities. 

1926 

2026 

6 

110 

25,000,000 

American Gas and Electric. . . . 

1928 

2028 

5 

106 

50,000,000 

National Power and Light. ... 

1930 

2030 

5 

106 

1 5,000,000 

West Penn. Electric. 

1930 

2030 

5 

105 

5,000,000 

Electric Power and Light. 

1930 

2030 

5 

106 

31,000,000 

American and Foreign Power. . 

1930 

2030 

5 

107^ 

50,000,000 


The coupon interest rate on all these debentures, issued since 
1927, has been 5 in contrast to the 6coupon rate of the 
earlier issues. Many of these issues had “strings” attached, 
such as stock purchase warrants or convertibility. Except for 
the right of legal action on default of interest they were all to 
be regarded as a superior preferred stock. 

Long-term bonds are practically unknown among manu¬ 
facturing companies, owing to the wise conviction on the part 
of investors that all the values of an industrial enterprise are 
fluctuating and uncertain. 

Bethlehem Steel Company Purchase Money 6s, issued in 
1898, and due in 1998, are unusual among industrial bonds for 
their long life. But these bonds owe their unusual maturity to 
the fact that a small group of financiers wanted to secure the 
control of the old Bethlehem Iron Company the stock of which 
was then paying 6^. These bonds were offered in exchange. 
They were regarded as little different from a stock. In the 
study, presently to be described, of bonds having a maturity 
at time of issue of 80 or more years, only three cases of such 
bonds of industrial companies were found. Besides the Bethle¬ 
hem case just mentioned one other may be cited : that of the 
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Tobacco Products Corporation (collateral debenture 65^s) is¬ 
sued in 1931 and due in 2022. The other case was unimportant. 

Bonds o£ Extra Long Terms-Among long-term bonds 

those having a maturity date exceeding 8o.years may be looked 
upon as a special class, having, in many respects, the character 
of irredeemable or perpetual debt. An analysis was undertaken 
of all such bonds issued since the Civil War which had not 
been, by 1933, extinguished by failure, reorganization or re¬ 
funding into other issues. Altogether there were 139 such 
issues, of which 91 were the bonds of railroad corporations, 
45 the bonds of utilities, and only three the bonds of industrials. 
Of these long-period bonds 100 years was the length of life 

of greatest frequency of occurrence-about three-fourths of 

the entire group. It is also interesting to note that nearly half 
of all these bonds having maturity exceeding 80 years were 
issued in the period of railroad reorganization following the 
business depression of 1893. 8 

• These conclusions are drawn from a study by Pollard 20 and further car¬ 
ried down to IQ33- Irt As there were but three industrial bonds that could be 
included in the group, they are omitted from the following table. 


Length of Terms 

Railroad Public Utilities Totals Percentage 

Perpetual bonds . 4 7 i i 8 

Maturity greater than ioi years. 7 a 9 7 

Maturity from 98—101 years, mostly 100 

years . 68 31 99 7a 

Maturity from 80—98 years. 12 5 17 13 

9* 45 136 zoo 

Time of Issue 

(Maturity in Excess of 80 Years) 


1870 

1 889 
1 899 
1 909 

1919 

1929 

193a 


Railroads 


Public Utilities 


Number of 
Issues 


Amount in 
$1,000,000 Par 
$ 16 

229 
2,044 
23 * 

262 

388 

99 


Number of Amount in 
Issues $1,000,000 Par 
o $0 


Totals 
Number of 


Issues o/o 

3 2 

1 1 8 

65 4» 

17 I 3 

8 6 

25 18 

7 5 


Totals . 91 45 136 100 

*° Pollard, T. G., Jr., Statistical Study of Perpetual Bonds, Harvard Graduate School 
of Business Administration (1925). 

41 Weed, J. B., and Donham, P., Harvard Graduate School of Business Administration 
<1930 and x933). 
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“Irredeemable Annuities.’' -The extreme limit of maturity 

is reached in the few cases in which American private corpora¬ 
tions have issued perpetual certificates of debt, or “irredeem¬ 
able annuities,” as they are sometimes called. These are bonds, 
in point of view of security and the obligation of the corpora¬ 
tion to meet the regular interest payments, but they have no 

date of maturity. However described, they are an anomaly- 

a debt that is never due-and our practical, perhaps simple, 

American consciousness has never adopted the idea. In the 
comparatively few cases where they have been issued they have 
commanded a market price but little above a preferred stock of 
equivalent income yield, although the strength of the obliga¬ 
tion and the security behind it has been conspicuously greater. 
For illustration, the most notable issues of this kind in our 
contemporary American finance are the Lehigh Valley Rail¬ 
road’s Consolidated 4and 6%> Annuities. Considering the 
yield of these two issues, as evidenced by their market price. 


The average bond issues of the railroads was 35 millions, that of the public 
utilities millions approximately. 

Common Interest Rates 

„ , 3 3 A aV* 5 6 

Railroads _. 3 10 46 11 20 1 7 

Public Utilities . . . 1 . o 7 1 15 o 21 

Kingman 22 in his study of the refunding operations of 50 American 
railroads found the following interesting dispersion of maturities : 


Table of Maturities 


Period of 

Issue 

1850—1854... 
1855—1869... 


N - umber 

of Issues 

Having 

a Term 

of: ( Vears) 


I 0—2 0 

20—30 

30—40 

40—50 

50-75 

1 * * 

75—100 

1** 

Over 1 00 

x 860—1864 - - - 

..... 


7 


X 



X 865—I869 - . . 

. 

3 

2 t 

4 

5 

5 


1870—1874. . . 

... I 

I A 

22 

20 

4 



1875—1879.. . 

. 

1 2 

39 

*3 

7 

3 


x 880—i884• . - 

. 

X X 

22 

44 

37 

2 


I885—I889. . . 

... 4 

1 0 

14 

34 

59 

X 

18 

I890—I894 - - - 

... 3 

8 

14 

26 

5 1 

1 1 

1 5 

I 895-1899 . . . . 

. 

7 

*3 

1 2 

70 

5 

1 7 

I900—I904. . . 

... 9 

1 9 

1 8 

20 

47 

1 

8 

I905—1909. . . 

* • • 4 

24 

1 5 

22 

40 


4 

1910—1914... 

... 7 

25 

1 9 

4 

2 2 

2 

3 

1915—1919..- 

... 14* 

8 

1 0 

9 

8 

2 

1 

1920—1924... 

37* 

7 

6 

6 

8 

5 

4 


* Largely accounted for by short loans using blanket mortgages as collateral, or by 
loans advanced by the Government, specifically: 5 in 1915—1919; 22 in 1920—1924. 

** Extended. 


Op. cit page 2x1. 
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during the period of 20 years from 1910 to 1930, one may 
hazard the presumption that a small issue of preferred stock 

of the same size-about $12,000,000-could have been issued 

and sold by the Lehigh Valley Railroad at a rate no greater 
than the yield on these perpetual bonds. In fact, considering 
the tax laws of the Commonwealth of Pennsylvania it is prob¬ 
able that at any time since 1905 the preferred stock would have 
been bought by investors at a lower yield than the bonds. 

All long-term bonds ostensibly secured by property are a , 
confession of irredeemable debt. As such they are wrong in 
principle. No property, not even property rights, can unques¬ 
tionably retain its economic value beyond half a century, or be 
projected into an unknown future far beyond the limits of any 
human life. “Little of all we value here, wakes on the morn 
of its hundredth year.” In reality, long-term corporation 
bonds are merely unsecured promises of a corporation, con¬ 
ceptually immortal, yet subject to all the limitations of eco¬ 
nomic, political, and social conditions. 

Redemption.-Most bonds contain a provision which en¬ 

ables the company to pay them before maturity. This privilege 
may prove of importance to the company, if it becomes neces¬ 
sary at a future time to create a large new issue to be secured 
by the same property as that covered by the outstanding issue. 
In addition, many bonds, mortgages, or debentures, contain the 
provision that the issuing corporation shall redeem a proportion 
of the outstanding issue each year. This is called the sinking 
fund. It increases the apparent security from the point of 
view of the investor, and assures him at all times of a market 
for his bonds; it also facilitates the ultimate redemption of the 
issue at its maturity. The sinking fund is a form of the re¬ 
serve to be deducted from the net earnings of the corporation. 

The conditions under which bonds may be called for one 
purpose or another are, however, an important part of the 
contract under which they are issued. Almost universally, 
bonds are sold to the bankers at a discount from their par 
value, so that they may be reoffered to the investing public at 
par or below. Under these circumstances the corporation would 
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not care to buy them back from the public unless at a discount 

-certainly not at a premium. Yet conditions often arise which 

make it highly desirable for the company to buy back its own 
bonds. 4 Sometimes the company agrees to sell its property 
free from debt, sometimes a change of state law may necessi¬ 
tate the refunding of old bonds. It has even been found ex¬ 
pedient to call bonds to prevent the bondholders from receiving 
excessive profits. 11 Usually bonds are called when it is neces¬ 
sary to create a larger bond issue than was originally contem¬ 
plated and bankers insist that the underlying bonds be bought 
in by the company and the old mortgage canceled. Ordinarily 
the bankers will pay enough more for new bonds which are 
secured by an absolute first mortgage on the entire property, to 
make it thoroughly worth while for the company to redeem its 
old bonds. 

A concrete instance will illustrate this general principle. A 
small gas light plant serving the center of a city of 20,000 in¬ 
habitants was built at a cost of $238,000. On this property 
the operating company executed a mortgage and issued $200,- 
000 first mortgage bonds which were sold to the bankers at 84, 
and by them to the public at 91^. The bonds were callable at 
103. Three years later, the city having grown and the gas 
company having prospered, the stock of the company was 
bought by the electric light interests of the city. The pur¬ 
chasers formed a new company which acquired title to the 

* So desirable is this privilege that corporations are sometimes willing to 
pay heavily for the insertion of a redemption price in the bond contract after 
the bond has been issued. Thus the First Mortgage Bonds of the Houston, 
East and West Texas Railway, a proprietary company of the Southern Pa¬ 
cific, were not callable at any price. To those of the bondholders who would 
allow the bonds to be stamped with an agreement permitting the Railway 
Company “to have the right to redeem this bond at 105 per cent of the par 
value” the Southern Pacific Company guaranteed unconditionally the punc¬ 
tual payment of the principal and interest of the bond. In the spring of 1917 
the Philadelphia Company offered to establish a sinking fund of 2^ for its 
First Mortgage and Consolidated Mortgage Bonds, provided the holders per¬ 
mitted the insertion of a call price. 

“ The Union Pacific road had certain so-called Oregon Short Line Partici¬ 
pating 4 % Bonds, which were entitled to a regular interest payment of 4 % 
and in addition a proportion of the income received from the Northern 
Security Stock. The latter was held back owing to litigation. Before it was 
made available, however, to the holders of the participating bonds, the latter 
were called at 10254. 
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physical property of both the gas and electric light systems, to¬ 
gether with an electric distributing system for three smaller 
adjoining towns. The only lien consisted of the $200,000 
bonds on the gas property alone. The total assets of the new 
company had a value of approximately $2,500,000. The con¬ 
solidated company wished to bond the entire property for 
$2,000,000. Two possibilities were open : either to issue out¬ 
right $1,800,000 first and refunding mortgage bonds, subject 
to the underlying gas lien ; or else to call the latter bonds and 
issue new first mortgage bonds. Conversations with bankers 

led to the following results: first alternative-$1,800,000 first 

and refunding bonds, for which the bankers would pay 80, or 

$1,440,000 in money; second alternative-$2,000,000 first 

mortgage bonds, for which the bankers would pay 85, or 
$1,700,000 in money. But from this amount $206,000, at the 
outside, would have to be deducted-the sum required for call¬ 
ing the underlying bonds-thus leaving $1,494,000. In other 

words, the bankers would pay enough more for an absolute first 
lien on the property to make it profitable to the company to call 
the underlying bonds. As a practical matter the company would 
not pay the call price for the entire issue. It would either di¬ 
rectly, or through the bankers who originally sold the issue, 
quietly buy in the bonds at a price presumably less than par. It 
might be necessary to call the bonds finally to obtain the last 
few. It is to protect the company against those who “will not 
sell” at any reasonable price that a call price is wisely inserted 
in most bond contracts. 

Redemption Rate.-In order that the investor may not con¬ 

sider the clause permitting early redemption a hardship, and 
therefore hesitate to purchase the bonds, it is provided ordina¬ 
rily that the company must pay slightly in excess of par for the 
bonds it calls. This premium ranges usually, from 1% to 5% 
with the latter figure of most frequent occurrence. 

The highest redemption price found among bonds is that 
of the two tobacco companies, Liggett and Myers and P. Loril- 
lard, 7 % debentures, having a call price of 130. Three ex- 
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tensive studies 28 including industrial bonds only and covering 
the period from 1914 to 1933 have been made with respect to 
the call price. The first covered 812 industrial bonds and 242 
notes brought out from 1914 to 1924; the second included 1,202 
bonds and 303 note issues brought out from 1924 to 1929 in¬ 
clusive; and the last study carried the results to January 1, 
19 33 > with 85 additional bonds and 28 additional notes. There 
were therefore available for comparison the redemption privi¬ 
leges of 2,099 industrial bond issues and 573 industrial note 
issues, 2,986 issues altogether. In the study real estate, termi¬ 
nal and finance company issues were omitted ; issues of $100,000 
and more were alone considered. Maturities under four years 
were classified as notes. 

The following tables are self-explanatory. 

Bonds 

(Over 5 year maturity) 

1914—1924 1925—1929 

No. % No. % 

• Callable at a flat price. 433 53 410 34 

Callable at a declining price. . . 373 46 789 65.5 
Callable at an advancing price. 6 I 3-5 

812 1,202 85 2,099 

From this it is apparently clear that there is a marked ten¬ 
dency to introduce, with increasing frequency, the declining 
rate of premium as the bond approaches maturity. 

Notes 

1914-1924 1925—1929 1930-1932 Total 




No. 

% 

No. 

% 

No. 

% 

No. 

% 

Callable 

at a flat price. 

157 

65 

11 7 

38 

13 

44 

287 

50 

Callable 

at a declining price. . 

83 

34 

185 

61-h 

15 

56 

383 

49-t- 

Callable 

at an advancing price. 

2 

242 

I 

I 

303 

I — 

0 

28 


3 

573 

1— 


And from this table, too, one observes that the short-term 
notes contain, with increasing frequency, the declining rate of 
redemption premium. 


23 Friedlander, A. J., A Statistical Study of Industrial Bonds and Notes Issued from 
January i, 1914 to January 1, 1924* Harvard Graduate School of Business Administra¬ 
tion (1935). Phelps, R. F., Callable Features of Industrial Bonds and Notes, Harvard 
Graduate School of Business Administration C1930). Donham, P., ibid. <1933). 


1930-1932 


No. 

% 

Total 

25 

29 

868 

60 

7 i 

1,222 

0 

9 

9 
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It will be observed that there were 410 bond issues and 117 
note issues from 1925 to 1929 with a flat call price. The 
following represented the distribution. 


Call 

F requency 

Price 

Bonds 

Notes 

100 

18 

13 

IOI 

30 

3 i 

102 

116 

44 

103 

70 

17 

104 

7 

. . 

105 

143 

IO 

106 

1 

2 

107 

4 


107^ 

8 


108 

4 


109 

1 


110 

7 


115 

1 



410 117 

For bonds of long maturity or bonds likely to be called for 
their own sinking fund or for the purpose of refunding just 
prior to maturity, it is becoming more and more frequent to 
provide that the premium shall grow less as the date of payment 
approaches/ In rare instances the premium increases with the 
advance toward maturity. w An illustration of this is the Great 
Western Timber Corporation < 3 /'G first mortgage bonds dated 
March, 1928 and due March, 1938. The issue is callable at 

v It should be noted that in the elaborate studies cited above practically 
two thirds of the 1,287 issues studied, brought out between 1925 and 1932, 
showed a declining sinking fund rate. A good example is found in the mort¬ 
gage of an issue of bonds of the Dayton Power and Light Company. It is 
provided that the issue may be called at : 

105^? from 1911 to 1936. 103% during 1938. 

104% during 1937- 102% during 1939. 

101% during 1940 and up to the date of payment in 1941. 

Friedlander found that of 812 industrial bonds issued from January, 1914* 
to January 1, 1924, 433, or 53.4^, were callable at a flat price, and 373, or 
45 -9%> f were callable at prices that declined as the date of maturity was 
approached and 6, or .7^, at prices that advanced. Of 242 industrial note 
issues (maturity less than five years) he found 157, or 64.8%, had flat call 
prices, 83, or 34.4%, declining call prices and 2, or .8^?, advancing call prices.® 4 

w See statistical data above. 


** ibid. 
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ioo until March, 1930; 101 until March, 1932 ; 102 until March, 
1934 and 103 until maturity. 

There is a strange case of an ascending premium during 
the first half of the term. The Atlantic Carton Corporation 
first mortgage ten-year 7bonds of 1924 were callable at 
par during the first year, increasing thereafter 1 each year 
to a 5 premium from May 1, 1929 to May 1, 1930. There¬ 
after the premium declines by 1 each year to par for the year 
before maturity. 

As the call price, provided it is slightly above par, influences 
not the slightest the attitude of the investor toward the issue, 
it is wise policy for the company to make this price par or only 
slightly above par. Then the company is not compelled to pay 
an exorbitant price to the investor or speculator who refuses to 
sell his bonds at their intrinsic market value, and insists that 
the company pay the premium involved in calling them. On 
the other hand, the presence of a reasonable call price may 
greatly facilitate the absorption of a small concern into a con¬ 
solidation. 

This point is of importance to the company at the time the 
bonded debt is created. Contrary to the usual presumption the 
call price ordinarily-plays no part in making the bond attractive 
to investors. Except in unusual cases the investor buys the 
bonds at a discount. Under such circumstances, calling the 
bonds at par will give him a capital profit or increase his yield 
if he has amortized the discount, so that the remote possibility 
of an unusual profit represented by a premium will not appre¬ 
ciably increase the attractiveness of the bond to him. x 

* It frequently happened during the period of high rates of money, during 
and immediately after the Great War, that bankers would insist that corpora¬ 
tions omit the call feature. They were then able to persuade their customers 
that the high coupon rates obtainable on the new bond issues would give the 
investors a high rate of interest over a long period of time ; and the rise in 
market price of the bonds would not be limited by the call price. 

In recent times this policy has been followed in the issues of certain 
corporate notes, witness : Hershey Chocolate Company, $4,000,000 5% 3-year 
notes, dated December 15, 1925 ; Abitibi Electric Development Company, 

$1,600,000 dated July 1, 1925, due serially ; Trinity Portland Cement Com¬ 

pany, $1,000,000 5H% 3-year, dated January 3, 1927. 

At the time of issue emphasis was laid on the fact that these issues were 
non-callable. 
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A good illustration is afforded by the case of the Sanford 
Light and Fuel Company’s First Mortgage Bonds. The San¬ 
ford Light and Fuel Company operated a small electric utility 
property at Sanford, Florida. A larger corporation, the South¬ 
ern Utilities Company, acquired the stock of this local com¬ 
pany, together with the securities or properties of some twenty 
other public utility companies operating in Florida and Georgia. 
Large amounts of capital were furnished by Philadelphia, New 
York, and New England bankers. A general first mortgage 
bond was created to cover the company’s entire property after 
all the underlying liens had been paid except that of the San¬ 
ford Company and one other. Meantime the holders of the 
outstanding bonds of the Sanford Company, about $36,000 in 
all, were advised by a New York broker not to exchange their 
bonds for those of the larger corporation, notwithstanding 
their larger property lien. The larger company was powerless 
to insist on the refunding unless it called the bonds at a price 
considerably above their market price. The purpose of the 
New York brokers was probably to create a “nuisance value” 
for the Sanford bonds such that the Southern Utilities Com¬ 
pany would feel compelled to pay in cash the call price, thereby 
releasing funds which, in the reinvestment, the New York 
brokers would probably be able to turn into their own securities. 

Convertibility. -To increase the marketability of bonds, or 

rather to make them appeal to the speculative instinct more or 
less present in the minds of all investors, the privilege of con¬ 
verting them into stock is attached to certain issues. This 
privilege is usually carefully guarded so that the holder of the 
convertible bonds may not profit too liberally by a rise in the 
fortunes of the company. There are two ways in which this 
is done. One is to make the bonds convertible only during a 
short period of time, and the other is to include a provision 
which permits the company to call the entire issue at any time. 
The former safeguard is illustrated by the Hundred-Year Re¬ 
funding Bonds of the Brooklyn Rapid Transit Company which 
were convertible only up to July, 1915, although they do not 
mature until 2002 ; while the latter method of restricting the 
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profit of the speculative investor is suggested by the Baltimore 
and Ohio Convertible Debenture 4s of 1911, redeemable at par 
throughout their life. As the peculiarities of convertible bonds 
give them a separate and distinct standing as a class, they are 
discussed at some length in the chapter entitled convertible 
securities. 

Lack of Voting Power -Bondholders are practically never 

given any voice in the management of the corporation. This 
statement has been susceptible to fewer exceptions than most 
of the tentative generalizations of corporation finance. An 
examination was made of 6,500 separate bond issues offered 
to public investment between January 1, 1884 and January 1, 
1925 with the special purpose of ascertaining the extent of 
bondholders’ voting powers. 25 In the entire survey 1 I cases 
only were discovered in which the bondholders had any voice 
in the management. . This is of 1 of the total cases 

examined. Most of the cases found, nine out of eleven, were 
instances of bond issues created at the time of corporate re¬ 
organization, an occasion when the bondholders feel that they 
have the right to insist on an improved management/ 

The practice o^excluding bondholders from all participation 
in the management of corporate enterprise is sanctioned by 
time-honored legal theory. Like all strict legal doctrines of 

T There are, of course, certain exceptions, as for instance, the Erie Con¬ 
vertible Issues of 1953, where it is provided that the bonds shall carry the 
same voting power as the same par value of stock. An issue of the Chicago 
and Northwestern Bonds, due 1915, carried the voting privilege. There are 
many variations of part-voice in the management. For example, the Adjust¬ 
ment 5s of the New York Railway Company (the surface lines) had the 
privilege of electing a part of the board of directors. The old issue of Third 
Avenue Railway Adjustment Income 5% bonds dated January 1, 1910, and 
due January 1, i960, contained the following provision. “Until all accumula¬ 
tions and s% interest has been paid for five successive years, holders of these 
bonds have the right to vote at stockholders' meeting on the basis of one vote 
for each $100 bond." 

An attempt was made in the Mexican National Railroad issues to apportion 
the voting privileges. The first mortgage bondholders had two votes for each 

$1,000 par value—until dividends had been paid for two consecutive years- 

while the second mortgage bondholders had only one vote for each $1,000 
par value. 

28 Mead, R. F., Bonds Carrying Voting Rights, Harvard Graduate School of Business 
Administration (1926). 
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our Anglo-Saxon law there is a historical basis for the legal 

distinction between debtor and creditor, but-as is true in many 

other instances-the legal doctrine has outlived the historical 

sanction. The legal connotation of debtor and creditor grew 
up in bygone times as a result of either small borrowings be¬ 
tween men or else long-time loans secured by a lien on real 
property. When a man borrowed money for a short time, the 
creditor could appraise the condition of his debtor with tolerable 
accuracy. The debtor’s affairs would not change materially 
before the debt fell due; and if the debt were paid, the debtor’s 
affairs were of no further concern to the creditor, and if the 
debt were not paid, the creditor could not only intermeddle with 
the debtor’s affairs, but he could take possession of them. The 
only long-term debts were mortgages in land. And an estate 
in real property, such for example as existed in England down 
to contemporary times, would suffer only temporary ill if mis¬ 
managed. A few years of neglect and incompetence could not 
ruin ten acres of wheat land in Lincolnshire or even an. acre of 
hop land in Kent. Consequently, there was neither reason nor 
justice in allowing the creditor to dictate how the land should 

be handled or the purposes for which the land should be used- 

provided, of course that the debtor could not strip his land of 
timber. 

Corporate bonds and corporate mortgages, that did not exist 
in the days of Bracton nor even in eighteenth century agrarian 
England, now constitute the instruments upon which an ancient 
legal theory is superimposed. No longer is the individual 
debtor-creditor relationship soon terminated. No longer are 
extended debtor-creditor instruments secured by real property 
which retains its fundamental earning capacity notwithstanding 
the stupidity, incompetence and cupidity of the man who oper¬ 
ates it. The corporate bond is based, whatever the clauses of 
the mortgage or the legal verbiage of its covenant, on the earn¬ 
ing capacity of the corporation ; and this earning capacity is as 
variable as the variable and uncertain ability of human beings 
in the management of corporate property. Certainly if the life 
of the bond runs over any extended period of time, the owners 
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must look to the future earning- capacity of the property covered 
by their lien as their essential security. It is therefore fair 
that they should have something to say in maintaining this 
earning capacity. The bondholder is, through the total absence 
of voting power, reduced to a helpless and often precarious 
position . 25 Not reluctant to bestow on the bondholders some of 
the risks of the enterprise that belong more properly to partners 
than creditors, the executives guard assiduously their power of 
control over the administration of the company. Yet it is just 
this absence of a voice in the management by what is often the 
largest financial interest in the corporation, that may create in¬ 
tolerable conditions often verging on actual fraud. The bond¬ 
holder is made to suffer quietly without power of remedy, while 
the stockholders, who have no actual investment, mismanage 
the corporation's property. aa 

* It should be rioted in this connection that under extreme provocation the 
courts have intervened to the protection of the bondholders- If an action is 
contemplated by the management likely to result in the insolvency of the 

corporation and the certain loss of the creditors, the courts-following an old 

English case can be relied upon to interfere. But such a course is tanta¬ 
mount to fraud on the creditors. In fact, the leading cases in this country 
which give creditors relief seem to rely on the implication of a fraud done or 
threatened to be done to the creditors, 27 Also, if the creditors can show that 
the corporation is actually insolvent at the time of the contemplated action, 
the court will intervene. But the theory of this rests not on the rights of 
bondholders to protect an estate in which they are joint heirs, but upon the 
theory that the corporation, having become insolvent, should be administered 
for the benefit of the creditors. 

* a Such a situation resulted in the old Chicago, Rock Island and Pacific 
and the Missouri Railroad. Both illustrate the bad results to the bondholders 
of unscrupulous railroad management. In the former case the Chicago, Rock 
Island and Pacific Railroad’s Collateral Trust 4% Bonds were secured by the 
deposit of the stock of the Chicago, Rock Island and Pacific Railway, the 
operating company. But the voting power of that stock was lodged in the 
hands of certain \Vall Street speculators who failed to maintain the physical 
property of the road. As a result, the bondholders, when adjustment was 
required in 1914, found that the stock behind the bonds was of little value.*" 
In the case of the Missouri Pacific the improvident management of the Goulds 
depleted in the same manner the value of the physical property of the road 
and the junior bondholders in the end were forced into the surrender of their 
lien.*® 


28 Charitable Corp. v. Sutton, a Atk. 400 (1742). 

^ Leading cases: Jackson v. Ladeling, 21 Wall. 616 (1874) and Briggs v. Spaulding:, 
141 TJ. S. 13a (1891). 

88 For other discussions of the Rock Island bonds see accounts given in Daggett, S.. 
Railroad Reorganization, Chapter IX (1908) ; Ripley, W. Z., Railroads, Finance and 
Organization, 524 ff (1915)- 

29 For Gould mismanagement, see Ripley, W. Z., Railroads, Finance and Organiza¬ 
tion, 516 ff (19*5)* 
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Although this may be the implication of certain well-con¬ 
sidered decisions , 30 a student of finance cannot be blind to 
another tendency operating at the present time to modify some¬ 
what the exclusion of bondholders from all participation in 
management. This is evident in two directions. State statutes 
have been enacted which specifically provide for giving bond¬ 
holders a voice in corporate management ; 31 and reorganization 
committees, accepting debenture or income bonds in exchange 
for other bonds having a stronger lien on the corporate 
property, are insisting with greater frequency on clauses giv¬ 
ing the new bondholders either a general vote in the corporate 
affairs or special votes in case their rights are in jeopardy. 
Consequently, it may be surmised that during the next few 
years the proportion of bonds with some measure of voting 
rights will be increasing over those issues having no voice in 
the corporate affairs until default. This is but one phase of a 
tendency already pointed out in connection with redeemable 
preferred stock issues, to efface the strict and invariable legal¬ 
istic distinction between proprietor and creditor. 

Conditions of Enforcement.-One of the most important 

provisions in every mortgage, deed of trust, or other agree¬ 
ment under which bonds are issued is that defining the condi¬ 
tions under which the bondholders may enforce their claims 
in case the corporation does not fulfil its promises. The prom¬ 
ise most frequently broken is that of meeting the interest pay¬ 
ments, although there are many cases in which a corporation 
has to be called on to comply with the specific provisions of the 
bond agreement regarding a sinking fund or other particular 
covenants. In practically every case it is expressly stipulated 
that the trustee may declare the principal of the bonds due and 
payable, in case the corporation fails to meet its interest charges 

and the default continues for longer than a few months- 

usually three. It may be remarked that a proposed bond issue 
of the old Philadelphia and Reading Railroad contained a pro- 

„ ?? For example in Landis v. Sea Isle Co., 53 N. J. Eq. 654 (1895) or Young v. 

Haviland, 215 Mass. 120 (19*3). 

w Ohio Acts of 1927, Corporation, Sec. 77. 
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vision estopping action by bondholders during a period of three 
years after default-the extreme limit. 

After the default in the interest and the lapse of the period 
of grace, the trustee has the legal right to initiate legal action 
against the corporation, but as a general thing does not act 
until requested to by holders of a majority of the outstanding 

bonds, and-what is more important from the trustee’s point 

of view-until he has been provided with money to defray the 

cost of litigation. In order to obtain the strength of concerted 
action it is customary for prominent holders of the bonds, or 
bankers, to form themselves into protective committees which 
act for the scattered bondholders. Ordinarily an adjustment 
is reached between the bondholders’ committees and the old 
stockholders, as a result of which some concessions are made 
by all parties concerned. The bankrupt corporation is reorgan¬ 
ized, usually, into a new corporation in which the bondholders, 
through their representatives, have considerable voice in the 
management. 

The single bondholder is usually powerless to enforce the 
payment of either the interest or the principal of his bond, 
and in many cases his hands are effectually tied by a provision 
which requires the approval of a majority of the bondholders 
before the trustees may take the necessary protective steps. 

Strictly speaking the single bondholder has rights, inde¬ 
pendent of the trustee, to protect his property . 33 But these 
rights are not only thoroughly circumscribed by the trust in¬ 
denture but, in practice, a court of equity will hesitate to enforce 
the strict letter of legal rights of a single individual if there 
is danger of jeopardizing the rights of other creditors and even 
of the stockholders. Court action is also costly to a single 

~ bK If the trustee, as the legal representative of the bondholders, refuses to 
take action to protect the trust estate, then a single bondholder may bring 
action. 3 * But this action of the single bondholder must be brought for the 
common benefit of all the bondholders. One bondholder cannot jeopardize 
the interests of all for his own selfish benefit. 

** Chicago, etc. Railroad Co. v. Foedick, 106 U. S. 47. 

** Chicago and V. Railroad Company v. Fosdick, 106 TJ. S. 47; Guaranty Trust Co. 
v. Glen Cove Railroad Co., 139 TJ. S. 137; Reinhardt v. Interstate 'Telephone Co., 71 N. J. 
Eq. 70; Hoyt v. du Pont, etc. Co., 88 N. J. Eq. 196. 
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bondholder, and he would hesitate to incur necessary expenses 
unless his interest in the outcome were considerable. 

On the other hand, there are many instances, especially 
during the difficult financial conditions of 1932, when single 
bondholders threatened to precipitate trouble for a coi poration 
unless they were given preferential treatment in carrying out 
some emergency plans. The courts usually refused to listen 
to these complaints, believing that the interests of all should 
predominate over the strict legal rights of the few. Seldom 
is it possible for the bondholder or even his committee to secure 
the strict enforcement of the terms of the mortgage or agree¬ 
ment. So many legal and business obstacles can be thrown in 
his way by the corporation officials and so little value have the 
assets of a bankrupt corporation in liquidation, that experience 
has shown that most bondholders, like stockholders, are bound 
to bear some of the losses of a corporation's failure. 

Investment Status.-Aside from details of specific security 

there are certain investment considerations which bear upon the 
general subject of bonds as contrasted with stocks. Perhaps 
the most general is the width of market. Banks, insurance 
companies, and investment companies will not ordinarily pur¬ 
chase stocks. Accordingly the problem of securing money for 
a new enterprise and even the problem of financing an expand¬ 
ing business would be much more difficult were it not possible 
to issue bonds. They are the form of investment of the 
cautious-minded, conservative saver who looks upon a business 
enterprise as an instrument of producing a steady income rather 
than a sudden or fictitious profit. 

Corporate bonds may be roughly divided into four classes, 
but vaguely separated from one another. 3 * The highest grade 

84 There have been many attempts to classify bonds from the point of view of invest¬ 
ment security. The results have not always fitted with subsequent facts. Certain annual 
publications by Moody, J., attempt to classify all corporate securities-Analysis of Rail¬ 

road Securities, Analysis of Public Utility and Industrial Securities. The ratings prob¬ 
ably have little value except as very rough guesses. There have been many books written 
purporting to embody a science of investment bonds. Chamberlain and Edwards, Prin¬ 
ciples of Bond Investment (1937), Lowenhaupt, F., Investment Bonds (1908), Mundy, 
F. W., Railroad Bonds as Investment Security, 30 An. Am. Ac. Pol. Soc. Sci., 3x3 

( 1 907), Sakolski, A. M., Principles of Bond Investment (1935). The economic changes 
incident to the Great 'War, the stock market boom culminating in October, 1939, and the 
subsequent depression with the slaughter of all but the soundest investment values, have 
so changed the social and economic background upon which the principles of a science of 
investment rest that many books have become obsolete, and the future is too uncertain to 
permit of intelligent forecast-much less the prediction of concrete investment values. 
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consists of those bonds which are the legal investments for 
the savings banks of the New England states and New York. 
Such bonds have paid their interests regularly, and are the 
underlying obligations of corporations-usually trunk line rail¬ 
roads-which have earned and paid dividends on their capital 

stocks for a long period of time. 

The exact qualifications which a bond must meet in order to 
be classed as “legal” vary with each state. The laws of the five 
New England states and New York have been the basis for 
nearly all of the statutory trust fund restrictions for other 
states. Of the laws of these six states, those of Massachusetts 
and New York are most rigid; of Rhode Island and Maine the 
least so. Any bond which meets the requirements of all these 
states is likely to be of a very high investment grade, although 
there are strange anomalies to be found. Generally speaking, 
the savings bank laws represent the investment wisdom of the 
preceding generation rather than that of the present. There 
are many bonds, therefore, which were once unquestionably 
sound, but which the contingencies of an ever-changing eco¬ 
nomic background have rendered of inferior quality, although 
they still retain their legality. The bonds of the New York, 
New Haven and Hartford and the Boston and Maine railroads 
arq illustrative cases. As the laws are constantly changing, the 
student should consult the latest summaries issued by the bank¬ 
ing departments of the several states. 3 * 

The second class consists of very high-grade bonds which 
do not meet the technical legal requirements permitting savings 
banks to purchase them. Many of these bonds are of a higher 
grade than “savings bank bonds,” but fail to meet some in¬ 
significant provision of the law which is of material impor¬ 
tance for the vast majority of bond issues, but which is of little 
•consequence in -the particular case. This class would include 
the first mortgage bonds on important parts of those railroads 
which, by reason of a poor dividend record, are not admitted 

Although tbere have been numerous publications dealing with trust investments, the 
best available source of information is the State and City Supplement of the Commercial 
and Financial Chronicle. Before treating of the debt of each state the editor gives a com¬ 
prehensive and thoroughly reliable summary of the state laws controlling the investment of 
trust funds. 
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to a savings bank standing. For example, the First Mortgage 
4 ° 7 o Bonds (extended 1947) of the old New York and Erie 
Railroad is certainly one of the strongest corporation obliga¬ 
tions now available for investment, a first mortgage of $5,500 
per mile on the original stem of the Erie system, the shortest 
line between New York and the Lakes. The average net earn¬ 
ings of the last five years have been over 100 times the interest 
requirements and over eight times the total outstanding bonds 
of this issue. The bonds have withstood three separate re¬ 
organizations. Even the low net earnings of the Erie Railroad 
for 1932 were four times the total principal of these bonds. cc 
They are not legal for savings banks, not even those of New 
York, because the operating railroad company pays no regular 
dividends. Yet the Debenture 4Bonds of the Chicago, Mil¬ 
waukee and St. Paul Railway, without anything like the funda¬ 
mental security, were legal, long after the road’s credit involved 
serious doubts, merely because of the dividend record of the 
St. Paul system met certain technical requirements of the sav¬ 
ings bank law. 

This class would include, also, the old closed first mortgage 
bonds of public utility companies showing net earnings four or 
five times the interest charges. The investor who desires un¬ 
questioned security together with reasonable return, so far 
as that is humanly possible, would do better to purchase the 
bonds of this class rather than those legal for savings banks ; 
the feature of special legality gives the latter a glamor and 
creates for them a fictitious demand which considerably en¬ 
hances their market value but decreases their yield. da 

cc That is, assuming the Erie Railroad total net after all charges, except 
interest, was $9,901,000. The principal of these bonds is $2,482,000. 

The comparison was originally made for one time alone, January 1, 
1916, at which time the average yield for ten very high non-legal bonds was 
4.90%, that of ten legal bonds, of equal investment merit, was 4.389k. 

This study covered one date only. To investigate the subject further and 
to compare the yield on legal and non-legal bonds over a 10-year period, a 
more elaborate research was undertaken covering the period from 1922 to 
193 1.** Ten bonds were selected for both groups—three municipal, three 
public utility, and four railroad issues legal for Massachusetts savings banks, 
and three municipal, three public utility, and four railroad issues of equal 

99 Solomon, J. N., Jr., 192a to 1930. and Donham, P., for 1931, Harvard Graduate 
School of Business Administration <1931 and 1933). 
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The third class consists of the great majority of bonds of¬ 
fered on the stock exchanges and particularly by the investment 
houses. Most of those belonging to this class are probably 
sound investments, although those issued under great open-end 
mortgages degenerate easily into a lower class, if the credit of 

and corresponding security but, under the somewhat technical provisions of 
the Massachusetts law, not legal for the investment portfolios of savings 
banks. The lists were very carefully selected-security of principal, relia¬ 

bility of income and width of market. Very elaborate computations were 
made of the yield of each bond, by quarterly periods from January i, 1922, to 
January I, 1932. The following tables summarize the study: 


Average Yearly 

Y I ELDS 

on Eight Selected Railroads 

Year 

Legal 

Nori-legal 

x 932 

4-77 

5-49 

*923 

4.81 

5-65 

1924 

4-74 

5-44 

192S 

465 

5 -ai 

1 926 

4-58 

5-00 

1 927 

4 - 3 S 

4-75 

1928 

43 * 

4.60 

1929 

4.62 

5 • 1 4 

1930 

4.40 

4*99 

1 93 1 

4 - 3-2 

4.62 

Average : 
Spread 

4.56 

509 

o.S 3 

Average Yearly Yields on 

Six Selected Public Utilities 

Year 

Legal 

Non-Legal 

1922 

5-27 

561 

1933 

5 - 15 

5-58 

1924 

5 

5-35 

1925 

4.89 

5 - * I 

x 926 

4.78 

5-15 

1927- 

4.65 

4.92 

x 928 

4 - 5-2 

4.80 

1929 

4-77 

5.00 

1930 

4-56 

4-95 

1931 

4-41 

4.81 

Average : 
Spread : 

4.82 

5 - 1 3 

0-31 

Average Y early 

Y TELDS 

on Six Selected Municipals 

Year 

Legal 

N on-Legal 

x 922 

4*3 1 

4.44 

X923 

4.20 

4-34 

x 924 

4.20 

4.36 

1935 

4.03 

4-1 1 

1926 

4.06 

4-16 

19*7 

3 - 9 * 

4.07 

1928 

4.02 

4-04 

1929 

4-59 

4.89 

1930 

4 - 1 S 

4-45 

1931 

3-55 

4-01 

Average : 
Spread : 

4. x 0 

4.28 

O.18 


As eight railroad bonds were used and six each of public utility and 
municipal, the results were weighted 4:3:3- So computed, there is a result¬ 
ing difference between the two groups of .36% in favor of the non-legals. 
This differential represents the yield preference resulting merely from the 
inclusion of a bond within the law of savings bank: investment legality. 
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the issuing corporation shows evidence of decline. These bonds 
are the investments of the conservative business men who can 
set aside time, periodically, to make a short statistical study of 
their securities. The yield is ordinarily greater than that of 
the second class by more than ^2 a /o and if the risks are well 
distributed, this margin will fully equalize any occasional losses. 

The speculative bonds constitute the fourth class. The con¬ 
tinued payment of interest on this class is a matter of doubt and 
the security upon which they rest is not of substantial intrinsic 
value. Many of these speculative bonds are actively traded in 
on the various stock exchanges and may show fluctuations in 
market price that parallel the more speculative stocks. These 
bonds are in no sense investments. Yet if a man is cursed by 
the craving for speculation in securities the dice are less likely 
to be loaded against him and his careful judgment will be more 
dependable in bond than stock speculation. 

Handicap of State Tax Laws.-It should be noted in pass¬ 

ing that the investment character of bonds has frequently suf¬ 
fered from the purely fictitious handicap of state tax laws. On 
the assumption that stocks represent ownership in property 
already directly taxed, and that bonds are mere symbols of 

money loaned, many states-especially in New England and 

the East-place taxes upon bonds, but allow a large variety of 

stocks to go untaxed. The direct effect of these tax statutes 
is to turn the fund, of the small and conscientious saver who 
declines to evade the law, away from bonds and into stocks. 
The small saver is notoriously ignorant of investment values, 
and he is far more likely to sustain a loss through investment in 
the kind of stocks he would naturally select than in the average 
of investment bonds. Yet the savings of just this type of in¬ 
vestor are of the utmost consequence for society to conserve 
because of the social significance of widespread habits of thrift. 
Only through the influence of such habits can society secure 
the capital necessary for industrial progress and for the repair 
of the wastes of war and the obsolescence of the instruments of 
production. Consequently, such tax laws operate against the 
conservation of social capital. 



CHAPTER 7 

SECURED OBLIGATIONS OF THE CORPORATION 


The Classification of Bonds.-There are various methods 

of classifying bonds, each depending on some characteristic 
which is deemed fundamental. 1 The two methods most in use 
depend on either the kind of security behind the bonds or else 
the type of industry in which the issuing company is engaged. 
Although thei*e~~are distinct differences in the kinds of bonds 

customarily issued by different enterprises-railroad bonds 

differing in many respects from mining bonds-still the dif¬ 

ferences are not fundamental. Any exhaustive classification 
according to types of enterprise would be of little value as a 
study in bonds; it would be a classification of investment risks. 
A classification, on the other hand, according to the nature of 
the security behind the bond is both valuable from the point 
of view of the investor, and illuminating as a study of the 
nature of bonds. -It is in this matter of the character of the 
security that bonds differ fundamentally among themselves and 
the marked variations from standard forms occur. The fol¬ 
lowing classification though not exhaustive will prove con¬ 
venient : 

Classification ok Bonds According to Security 

I. Bonds specifically and directly secured by property. (Dis¬ 

cussed in the present chapter.) 

i. A first or senior lien on specific physical property: 

(a) General first mortgage bonds 

(b) Divisional bonds 

1 For discussion of four different schemes of classification of bonds see Chamberlain 
and Edwards. The Principles of Bond Investment, Chapters IX to XII (1927). Every 
writer on corporation finance has some special classification. Also Ignatius, M. B., The 
Financing of Public Service Corporations, Chapter IX (1918); and McKinsey and 
Meech, Controllings the Finances of a Business, Chapter XVI (1933). There is also a 
brief but clever classification by Selden, G. C., The A. B. C. of Bond Buying. 22 
Bias* of Wall Street 485 (1918). 
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(c) Special direct lien mortgage bonds, such as those 

on terminals and real estate 

(d) Equipment bonds 

2. A secondary or junior lien on physical property: 

(a) Second and subsequent mortgage bonds 

(b) General and consolidated mortgage bonds 

(c) Refunding mortgage bonds 

3. A lien on specific securities owned by the corporation : 

(a) Collateral trust bonds 

(b) Secured short-term notes 

II. Bonds secured largely, if not entirely, by the general credit of 
the corporation. (Discussed in the succeeding chapter.) 
x. Obligatory promises: 

(a) Receiver's certificates 

(b) Assumed bonds 

(c) Guaranteed bonds 

(d) Joint bonds 

(e) Debentures 

:2. Conditional promises : 

(a) Income bonds 

(b) Participating bonds 

First Mortgage Bonds.-First mortgage bonds, as the name 

implies, are secured by a mortgage or deed of trust which, in 
theory at least, conveys the physical property held under the 
mortgage to a trustee for the benefit of the bondholders in case 
the interest or the principal is defaulted. One is compelled to 
interpolate the phrase, “in theory at least , 99 because the modern 
practice of the courts in appointing receivers at the first intima¬ 
tion of financial difficulties, tends to defeat both the letter and 
the spirit of the mortgage bond. At ail events, except under 
the authority of the court, first mortgage bonds cannot be 
superseded by later liens. The fundamental security of a first 
mortgage bond consists, therefore, in the assurance that, ex¬ 
cept by a decree of a court, the bondholder has the first claim 
to the physical property in case his rights are in jeopardy. 
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The custom of securing a debt by a deed of trust is of very 
ancient origin. The researches of archeologists in Asia Minor 
have recently brought to light a deed of trust for an olive press 
as security for a debt, which was executed upwards of 5,400 
years ago. The social and political difficulties culminating in 
the reforms of Solon were largely the result of rigid enforce¬ 
ment of mortgage contracts in agrarian Attica. The Athenians, 
for a long period of time, used a kind of cargo mortgage as the 
means for financing the enormous grain import trade.* 

* The kind of mortgage lien used to finance the extensive import grain trade 
of ancient Athens deserves a great deal more attention than it has received. 
Thucydides a refers to the thinness of the Attic soil as a basis for stability of 
political and social conditions. But this “thinness” of soil in the seventh and 
sixth centuries before Christ led, on the one hand, to the gradual degradation 
of the small Attic farmers to the conditions of serfs of the large estates, and, 
on the other hand, to the firm establishment in Athens and the surrounding 
district of an industrial in contrast to an agrarian population. The deposits 
of fine potters’ clay on the outskirts of Athens led to the development of an 
extensive pottery industry and Attic clay vessels soon superseded the proto- 
Corinthian vessels in the entire Mediterranean commerce. This and other 
industries established in the sixth and fifth centuries created a large urban 
industrial population which Attic agriculture could not support, and which 
subsisted on grain imported in exchange for manufactured articles exported 
to all parts of the Mediterranean world. Prom the poverty of Attic soil 
arose the necessity for Athenian industrial enterprise and foreign commerce ; 
from the success in industry and foreign commerce arose her wealth, her 

political power-the hegemony of northern Greece—and an achievement in art 

and literature that has-been the despair of succeeding ages. 

In the period immediately before the Macedonian victory of Chaeronca, 
Athens was probably importing over a million bushels of grain a year. To 

carry on this enormous trade, there developed three economic personages- 

the capitalist, the merchant speculator, and the ship owner—and their rela¬ 
tions, in a particular instance, were represented in a peculiar and very signifi¬ 
cant form of contract known as the respondentia. It is this respondentia 
contract which gives us a graphic portrayal of “big business” in the Athens 
of Demosthenes. 

The capitalist, often a wealthy retired grain merchant, would advance to 
the grain merchant a sum adequate to buy a shipload of merchandise—vases, 

war utensils, cutlery, and the like-and take as security a prior lien on the 

merchandise, and the grain to be ultimately bought with the proceeds of its 
sale. This mortgage lien ran only against the specific cargo and the grain 
purchased from its sale and not against any other property held by the grain 

merchant. And, moreover-which is very important-the debt represented 

by the loan would be extinguished in case the cargo were lost at sea. In case 
the whole venture was successful, the capitalist would claim the return of his 
principal and 20% to 409k of his loan in addition, any remaining profits going 
to the grain merchant. The grain merchant, or his agent, invariably accom¬ 
panied the cargo, superintended its sale, and arranged the purchase of the 
return cargo of grain ; and it was customary for the capitalist to send along 


* Thucydides I-II-5. 
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Mortgage bonds, in the modern acceptance of the term, are 
merely an adaptation of the ancient theory of real estate mort¬ 
gages to the exigencies of the business corporation. In Amer¬ 
ica, they owe their origin to periods of financial stress. The 
first sections of the early railroads of the Atlantic seaboard 
were built entirely by stock subscription just as the New Eng¬ 
land cotton mills were later built. This custom prevailed down 
to 1840. It was often found that more money was required 
to finish and extend the early sections than had been anticipated, 
and the stockholders, not wishing to increase their subscription, 
consented to the use of the railroad already built as a basis for 
loans. This was in the period before 1850, when the nation 
was dependent on England for the capital required to finance 
internal improvements, and the English bankers required a 
security for their loans which should possess a specific lien on 
physical property. Once the practice of issuing mortgage bonds 
had been established, it was found difficult to obtain capital 
from the sale of other forms of securities, but comparatively 
easy to sell this form. As a result, railroads came to be built 
entirely out of the proceeds of mortgage bonds, the promoters 
retaining for themselves the stock for which they had con¬ 
tributed little except promoting ingenuity. From railroad 
mortgage bonds the practice extended first to horse railroads 
and lighting companies and very much later to manufacturing 
companies. 3 

Variety-A great variety of so-called first mortgage bonds # 

exists. Railroad’s, traction companies, lighting companies, 

one of his agents or slaves to watch the proceedings. The ship owner was a 
party to the respondentia contract only to the extent that he agreed to trans¬ 
port the merchandise cargo along agreed upon routes, to reload with grain, 
and to deliver the grain to the capitalist on the return of the ship to the 
Piraeus. 

3 The bibliography covering all types of mortgage bonds is very large. The fullest 
and most exhaustive discussions of the relative priority of bonds is found in railroad 
finance, where the subject is most complex. The White and Kemble Atlas of Railway 
Mortgages is. an elaborate series of charts which portray by means of colored lines the 
relative position of mortgages on all the railroads of the country. 

For further general discussion of railroad bonds see Cleveland and Powell^ Rail* 
road Finance, Chapter IV (1912) ; Ripley, W. Z., Railroads, Finance and Organization, 
Chapter I (1915). 

For study of earlier railroad mortgages, where the greatest variety exists, see 
Mitchell, T. W., 1 Jour. Acc. 357 (1906). For brief, clear statement of the specific 

covenants of a corporation mortgage see Lilly, Wm., Individual and Corporation Mort¬ 
gages (1918). 
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power dams, manufacturing corporations, and even mines and 
quarries, have issued their first mortgage bonds. Yet with 
respect to the economic significance of the underlying security, 
there are great differences among these different classes. In 
some cases, as with mines, the property acquired through fore¬ 
closure of the mortgage would be almost worthless, because if 
the mine could not be made to pay by the original owners, the 
chances would be even less favorable for the bondholders. On 
the other hand, a railroad, provided it does not run through a 
desert, could count on a certain amount of earning power to 

satisfy the interest on its bonds-although the development of 

motor transport and competitive alternate routes has largely 
circumscribed a railroad's monopoly. It has a fundamental 
economic value which a mine or a manufacturing plant has not, 
through the monopoly of business given to it by mere geo¬ 
graphical location. This economic value is inextinguishable. 
Even the courts will safeguard it. For this reason railroads 
have been able to bond their properties for a far higher propor¬ 
tion of their full cost or reproduction value than have other 
forms of business enterprise. 

The ultimate basis of all economic values, as will be observed 
frequently hereaffer in this study, is the social service evi¬ 
denced by earning power. This is the ground for the security 
of railroad bonds. Accordingly, the confidence of the investing 
public in these bonds has been based on the assumption that a 
particular railroad will always perform a social service entitling 
it to some return on its capital and that the bondholder, pos¬ 
sessing a prior claim to this return, is assured of a kind of social 
protection. This confidence in earning capacity as the real 
basis of security, though only half-consciously realized, explains 
why certain types of bonds, not secured primarily by earning 
power, are not recognized as high-grade securities, even though 
the cost value of the property pledged far exceeds the total 
issue of bonds. The investor, perhaps without an analysis of 
the economic theory involved, unconsciously and almost in¬ 
stinctively acknowledges earning power as the basis of value. 

An illustration of the point just noted may be seen in the 
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case of bonds secured by a first mortgage on standing timber. 
These constitute one of the few types of first mortgage bonds 
based on a mere market value of physical property, that is, 
the sale of physical property as contrasted with its earning 
power. Timber, standing uncut in the forest, has absolutely 
no earning power. It is only after the timber is cut, driven 
to the mill, and manufactured into lumber that it possesses 
an economic exchange value. Its mere growth, as such, pro¬ 
duces no money with which to meet recurring interest payments 
of bonds. The interest on the timber bonds can be met and 
the principal ultimately paid only as the timber is cut and mar¬ 
keted. If something interferes with the regular and system¬ 
atic exploitation of the timber, nothing is realized with which 
to meet the bond obligations, no matter what the appraised 
value of the timber may have been. A timber bond falling 
due in 1932 could not have been paid for the simple reason that 
no market existed for manufactured lumber that would defray 
the cost of cutting the timber and dressing the lumber. 

The After-Acquired Property Clause.-First mortgage 

bonds, or mortgage bonds in general, may or may not contain 
the ‘‘after-acquired property clause.” 4 When present, the 
mortgage is made to cover not only the existing property but 
that subsequently acquired as well. 5 From the point of view 
of the investor, this after-acquired property clause very much 
enhances the value of the bonds, because all property subse¬ 
quently bought or built passes automatically under the lien of 
the mortgage. There are even court cases where the mortgage 
has been made to cover removable personal property having 

its title in a third party-provided the trustee of the mortgage 

did not agree to its exclusion. 6 It is, however, a source of 
annoyance to the corporation, for it stops the issue of any further 

4 For example, an old-fashioned after-acquired clause was worded so as to have 
no loophole. ‘‘All the present and the future to be acquired property of said rail¬ 
road company in and relating: to its said railroad, and all the rif?ht, title, interest and 
equity of redemption therein." Trust mortgragre, C., B. & Q. R. R. Co., July, 1873, 
pagre 6. 

® The courts have long: construed this clause strictly and given it a broad connotation. 
See early controlling: cases; Pennock v. Coe, 23 How. 117; Galveston, etc. R. R. Co. v. 
Cowdrey, 11 Wall. 459; Branch v. Jessup, 106 U. S. 478. 

* Tiffett and Wood v. Barham, 183 Fed. 76 (1910). 
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first mortgage bonds on new property. For that reason, the 
'after-acquired property clause is now seldom inserted in closed 
mortgages, although it is still common in open-end mortgages. 
If it exists in any underlying mortgage, it is usually avoided by 
creating a new corporation which assumes title to the addi¬ 
tional property. This new corporation issues first mortgage 
bonds which are then assumed or guaranteed by the old parent 
corporation. This legal subterfuge explains the existence of 
many of the subsidiary corporate entities frequently created 
by our large railway systems for no apparent reason. 7 

Divisional Bonds.-Divisional bonds are usually first mort¬ 

gage bonds secured by a section or division of a corporation’s 
property ; and the vast majority of divisional bonds pertain to 
railway finance. They are usually either the relics of old bond 
issues existing before a consolidation or a reorganization, or 
el se the bonds still outstanding on the integral parts of a great 
railway system. The idea has been carried over into other 
types of enterprises, so that a bond on a part of a street rail¬ 
road, a section of a hydro-electric company’s transmission lines, 
^ or even a single building of a manufacturing plant has been 
called a divisional bond. 

The significance or economic value of divisional mortgage 
bonds is even more subject to individual qualifications than is 
the case with general first mortgage bonds. If the division 
covered by the mortgage is essential for the conduct of the 
railroad’s business, the bonds will be protected at all hazards. 
Even the interest on the first mortgage bonds on a large part 
of a railroad system may be defaulted, while that on the 
underlying bonds of the important divisions is paid. A case 
that emphasizes the principle very forcibly is that of the bank¬ 
rupt Atlanta, Birmingham and Atlantic Railroad. Although 
the failure was so serious and the subsequent reorganization 
so drastic that even holders of receiver’s certificates were forced 
to undergo sacrifices, the underlying divisional bonds of the 
Atlantic and Birmingham Railroad were protected in every 

7 Uiscussion of this subject, with citations to court cases: Berle, A. A., Jr., Studies 
in the Law of Corporation Finance < 1928). See also bearing on railroad equipment 
trust securities. Chapter 9. 
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way. On the other hand, if the division covered by the mort¬ 
gage is not of great importance to the railroad-perhaps even 

an occasion for loss-the officials may be entirely willing to 

default the interest on the bonds and allow the bondholders to 
take the property and operate it as best they can. After the 
failure of the Chicago and Alton Railroad in 192:2 the receivers 

sought to force the bondholders of a little branch line-the 

Rutland, Toluca and Northern Railroad-to take over the 

operation of the property; and failing in this they besought the 
Illinois Commerce Commission to permit the abandonment of 
the line. 

It is therefore of great importance in determining the posi¬ 
tion of a divisional bond to ascertain three things : ( 1 ) whether 
or not the property covered by the mortgage is self-support- 
ing; (2) whether or not it is essential for the business of the 
whole system; (3) whether or not the bond is guaranteed as 
to principal and interest by the corporation of whose property 
it is an integral part. If the bond meets none of these condi¬ 
tions it may be of little value, even though it is the divisional 
bond of a strong corporation. On the other hand, if it 
meets these conditions, it may be in a position of unquestioned 
strength, even though it is the divisional bond of a bankrupt 
corporation. 8 

Special Direct Lien Bonds.-Special direct lien bonds are 

bond issues secured by a direct first mortgage on real estate, 
terminal property and bridges, and similar special structures. 
There are also direct lien bonds secured by movable equipment. 
The purpose in issuing such special bonds is usually to sell 
securities at a lower interest rate than the general credit of a 
corporation warrants. This is often possible because of the 
feeling in the minds of many investors that a direct lien on 
valuable real estate is to be preferred to a general lien on 
widely scattered properties. b Such investors presume that 

b Specific lien bonds on real estate are not confined to transportation com¬ 
panies ; consider Western Union Telegraph Company’s Real Estate 43^s of 
x 95<>, secured by the company's land, buildings, and equipment in ISIew York 

* For discussion of the value of assumed and guaranteed bonds, see succeeding chapter. 

For further discussion of divisional honds in the growth of railroad systems, see 
Ripley, W. Z., Railroads, Finance and Organization, 124 (1915). 
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terminal property in large cities may be taken by the trustees 
of the mortgage and sold for other purposes, in case the rail¬ 
road fails to meet the interest and principal of its terminal 
bonds. c Quite generally in order to make the security stricter 
in case of receivership, a large corporation may arrange to 
have its real estate owned by a subsidiary corporation which 
leases the property to the parent company. 9 In that case, if 
the main corporation goes into the hands of receivers, the 
trustees under the mortgage may hold the real estate inde¬ 
pendent of the rest of the corporate property. Frequently too, 
the special terminal and special real estate corporation and its 
bonds are created in order to avoid placing the new and valu¬ 
able property under the lien of an old general first mortgage 
having the after-acquired property clause. The device of an 
independent terminal corporation is also resorted to when the 
terminal is built by several railroads, no one of which is willing 
to assume the financial responsibility alone. 

The presumption that the terminal property underlying the 
terminal bonds has an essential value to the railway system is 
not always strictly true, nor is it true that the great invest¬ 
ment in terminal properties is warranted by the specific contri¬ 
bution of terminals to railway earnings. In fact it is probable 
that most city terminals do not pay from any point of view the 
cost of construction. The great terminal in Washington is an 
example of a foolish and extravagant expenditure. With the 

and Chicago ; Armour and Company’s First Mortgage Real Estate 4*/Ss, 1939. 

Glen Alden Coal Company sinking fund mortgage 4s-due 1965. These are 

a lien on the company’s very valuable coal properties. Also, to show the 
rather exceptional use of such bonds in the banking field. Bank of Italy Mort¬ 
gage Company Real Estate collateral 5s, 1948, secured by the pledge of an 
equal amount of 1st mortgages on improved California real estate. Substi¬ 
tution is permitted, but the substituted mortgage must be legal for California 
savings banks. w 

c This device is explained in more detail in connection with joint bonds, 
because a special corporation is practically a necessity if its property is to be 
used by more than one railroad. (Chapter 8.) There are, however, some 
individual cases of single railway terminal bonds. The St. Louis Real 

Estate 1st extended 5s-$800,000, dated May, 1872, and now due in 1938- 

are secured by a direct mortgage on the St. Louis terminal property of the 
Missouri Pacific Railroad. 

* The best illustration of security by lease is that of the equipment obligations, for 
discussion of which see Chapter 9. 
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default of the Chicago Terminal Company’s 4s, investors recog¬ 
nized that a terminal bond to be sound ought to be secured by 
a mortgage but little, if any, larger than the value of the land 
or else guaranteed by a strong railroad corporation. In another 
reorganization the holders of the Georgia Terminal Company’s 
First Mortgage Bonds, secured ostensibly by valuable terminal 
properties, were asked, in the reorganization plan of March, 
1914, to accept almost worthless common stock, and that only 

after they had bought 16 per cent of a preferred stock at par- 

a price far above its actual value. Seldom have terminal bonds 
been so ruthlessly sacrificed. 

In addition to terminal bonds there are other types of special I 
security bonds. Land-grant bonds, frequently issued in the 
early days of railroad building, are, as the name implies, se¬ 
cured by the pledge of land granted to the railroad by Congress 
or the state. Other forms are dock bonds, bridge bonds, wharf 
bonds, ferry bonds, warehouse bonds. 10 

Confusion of Title to Bonds.-Some issues of bonds bear 

in their name the representation of greater security than they 
actually possess. The “first lien” and “prior lien” bonds are 
not always of the nature of first mortgage obligations. This 
divergence between the form and the substance is especially 
conspicuous in the case of the obligations of a railroad corpora¬ 
tion which merely leases the lines and equipment from another 
corporation. Sometimes the two corporations are indistinguish¬ 
able in name except by the substitution of the word railroad 
for railway. 

Thus the Chicago and Alton Railroad 3 >4 bonds were 
called “First Lien,” perhaps a fact as regarded the railroad. 
Yet the property of the rail road consisted almost entirely of the 
equity in the Chicago and Alton Railway, which had its own 
bonds outstanding. The first lien of the railroad was therefore 
not on physical property, but merely on a leasehold of physical 
property covered, quite fully, by another mortgage. 

A similar confusion of terms is often involved in the use 
of the words “first and refunding” to imply a first mortgage 

10 Brief discussion, Cleveland and Powell, Railroad Finance, 77 (191a). 
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bond. It is true that the mortgage may be a first lien on actual 
property, but the property covered may be relatively insignifi¬ 
cant compared to the entire property of the corporation. 

Thus the so-called First and Refunding Bonds of the Mis¬ 
souri Pacific Railway were secured by a first lien on 167 miles 
of line out of a total of 3,700 for the entire system, and 
these 167 miles constituted a relatively insignificant part. In 
such cases the term “first” is a mere subterfuge employed to 
mislead the investor. All such conscious misrepresentations 
are unwise, inexpedient, and tend to destroy public confidence 
in corporate securities by obliterating apparent and fundamental 
distinctions. 

Second and Later Mortgage Bonds.-Second, third, and 

later mortgage bonds are, as their names imply, subsequent 
in their lien to underlying bonds senior to them. This ques¬ 
tion of priority of lien, while nominally concerned with the 
relative position of the bondholders at any division of assets, 
is actually a matter of the relative priority with regard to the 
payment of interest. Interest is paid first on the first mortgage 
bond, then on the second, and so on, each issue following in 
the order of its relative lien on the physical property. If the 
earnings of the corporation are ample, there is little difference 
between a first and a seventh mortgage, for the interest on all 
issues is paid before any dividends can be set aside for the 
stockholder. 

Thus there were formerly five successive mortgages on 
the property of the old New York and Erie Railroad, the origi¬ 
nal stem of the Erie Railroad. Yet so small was the aggregate 
of these liens, as compared with the value of the physical prop¬ 
erty securing them and the earning power of this property that 
the claim of the fifth mortgage bonds was practically the same 
as that of the first. This was acknowledged by the simple fact 
that the investment yield of all five of the issues varied only 
within narrow limits. Ordinarily it was practically the same. 

But if the earnings of a corporation fall off so as to en¬ 
danger the solvency of the corporation, the relative position of 
the various mortgage liens becomes a matter of primary im- 
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portance. Interest may be paid on the prior mortgage bonds 
although it is allowed to lapse on the later issues ; and in the 
adjustment of sacrifices at the time of a reorganization the first 
mortgage bonds are affected least and the later mortgage bonds 
most. 

The mere name does not necessarily of itself signify the 
real character of a bond’s security. Especially is this true of 
the bond issues of the older railroad systems. What purports 
by its name to be a third mortgage may in fact be an absolute 
first mortgage by reason of the fact that the two earlier mort¬ 
gages have been paid up or else refunded into a later mortgage. a 
Yet the prejudice of the investor against the name of a second 
or third or sixth mortgage bond, no matter how sound the 
security may be, has led the railroads to cease the issue of bonds 
named in this manner and to adopt the words “general” or 
“consolidated,” or “refunding,” or similarly illusive names for 
their later bond issues. 6 These names are used notwithstand¬ 
ing the fact that the property securing the bonds is fully cov¬ 
ered by first and earlier mortgages. In fact, so seldom are 
words “second,” “third,” or “fourth” now used in describing 
new mortgage bonds that when the name appears, it may be 
presumed to refer to some old, underlying mortgage bond that 
has withstood panics and reorganizations. Instead, therefore, 
of implying weakness it may indicate a strength underlying 
the whole debt structures of the railroad system. The Fifth 
Mortgage Bonds of the New York and Erie Railroad, previ¬ 
ously referred to, are regarded as so sound that they sold in 
the years before their maturity on a 4basis, probably as 
high as any non-savings bank railroad bond. The third mort¬ 
gage 4>^s of the New York and Erie Railroad-the fourth 

and fifth mortgage bonds having in the meantime been paid 
off-commanded in 1932, at the extreme depression of the rail- 

* Thus, the absolute first mortgage bonds on the Long Island system were 
called the Second Mortgage 7s. 

• Alexander J. Hemphill, then Chairman of the Board of Directors of the 
Guaranty Trust Company of New York, testified September 9, 1913* before 
the Interstate Commerce Commission, that a fourth mortgage of a railroad 
does not appear as a very attractive investment if it is so designated. 
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road bond market, a price equivalent in yield to the Pennsyl¬ 
vania Railroad Consolidated 4s, legal for the savings banks of 
New York and New England, and a bond considered by many 
the equal of any in the whole range of American railway in¬ 
vestments. 

Equally confusing in name are those few examples of bonds 
which have different kinds of security for different parts of 
the same issue, all bearing the same title and indistinguishable 
except by reference to the original indenture under which they 
were issued. The Rogue River Electric Company Prior Lien 
5s of 1937, are of an authorized issue of $700,000. Of these 
bonds, numbers 1 to 250 have a lien on the property of the 
company superior to that of the remainder of the issue. An 
entirely different kind of confusion arises from those issues 
having identical security but of entirely different names. 

The Erie Railway Consolidated 7s, 1930, were secured by 
all the property of the old New York and Erie Railroad, having 
been created in 1870 at the time of the first Erie reorganization. 
The New York, Lake Erie and Western Consolidated 7s, 1930, 
secured by a deposit of certain of the coupons of the Erie Rail¬ 
way 7s, had, therefore, the same fundamental security. 

General and Consolidated Mortgage Bonds. -General and 

consolidated mortgage bonds are in effect issued under blanket 
mortgages which come after all the preceding mortgages. 

For instance, the Erie Railroad’s General Lien Bonds, due 
3:996, were preceded by a large issue of Prior Lien bonds, by 
no less than six different and successive blanket issues, and 
by a large number of divisional mortgage bonds covering prac¬ 
tically every mile of line. In many instances, especially in the 
older railway systems, the so-called general or consolidated 
mortgage bonds have become, in effect, first mortgages on the 
entire system, owing to the fact that the earlier first, second, 
third, etc., mortgages have become due and have been paid. 
Ordinarily a general mortgage bond agreement contains the 
after-acquired property clause, so that, once such an issue has 
been executed it is difficult, if not impossible, to issue any first 
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mortgage bonds having a first lien on any of the company’s 
property. 

At the present time it is common to call general or con¬ 
solidated open-end mortgages by the term “refunding,” in 
order to throw emphasis on the fact that the issue is designed 
primarily to pay off the prior existing liens. Such a term con¬ 
veys, to the mind of the investor, an implication that the issue 
is of increasing security and it is therefore the more readily 
salable. After the earlier issues have been paid off what pur¬ 
ports to be on its face merely a refunding mortgage may be' 
in reality, a first mortgage. 

One of the earliest, if not the very earliest large railway 
refunding issue was that of the Chicago, Burlington and 
Quincy Railroad in 1873. The indenture securing this issue 
expressed clearly the idea underlying all modern refunding 
mortgages. “Whereas it is desirable to fund all said several 
classes of absolute indebtedness into bonds of one class as nearly 
uniform in character as may be, to be secured by a single mort¬ 
gage.” 11 

With rare exceptions complete refunding and unification 
of underlying railway issues has been accomplished only at the 
time of a reorganization, because of the practical impossibility 
of inducing the holders of a multitude of different issues to 
consent voluntarily to the exchange of prior lien bonds into 
the refunding issue. It has, however, been attempted during a 
period of marked prosperity. Then, however, all bondholders 
will insist on being paid in cash, whatever the relative security 
of their position. The reorganized St. Louis-San Francisco 
Railway, after five years of marked prosperity unjustified per¬ 
haps by the fundamental earning capacity of their property, 
sought in March, 1928 to effect a comprehensive unification of 
its bonded debt. The time was opportune, as three separate 
bond issues, aggregating a little over 25 million dollars, fell due 
during the year. In addition to paying these off the directors 
called for payment four separate issues of bonds. Two of these, 

n Trust deed for the $30,000,000 Refunding Mortgage of 1873, page 4. 

This mortgage has been referred to several times already. It was one of the first 
comprehensive refunding mortgages issued by our large railway systems. 



26 o 


CORPORATION SECURITIES 


aggregating over 75 million dollars, represented merely income 
bonds created at the last reorganization, and having merely a 
contingent claim to earnings. Without such exchange, of 
course, the equity to the holders of the refunding issue was so 
small as to make the bonds practically unsalable. The first 
great piece of financing of this kind was that of the old Atchi¬ 
son, Topeka and Santa Fe Railroad at the time of the reorgani¬ 
zation of 1889/ At that time 41 different issues, aggregating 
over $160,000,000, were refunded into two blanket issues. 
Subsequently, in the railroad reorganizations of the middle 
nineties, large refunding issues were uniformly used. Of late 
years, especially since 1910, many railroad systems have dis¬ 
carded the limping step-by-step policy of financing improve¬ 
ments and have issued instead great blanket refunding mort¬ 
gages of long duration, with the conscious purpose of retiring 
all the previously issued bonds and making future improve¬ 
ments by the sale of bonds secured by this one general and 
refunding mortgage. 

Often a little broader idea is conveyed by calling an issue 
an “extension and refunding/’ or an “improvement and re¬ 
funding” mortgage bond. Especially would such double terms 
be used if emphasis is to be laid on the use of some of the new 
money for betterment. Although large in amount such open- 
end bond issues may not be a first lien on any of the company’s 
property and only an inferior junior lien on the main portions. 
Thus, the Refunding and Improvement Mortgage of the New 
York Central is a third lien on the main lines east of Buffalo, 
a fourth lien on those west of Buffalo, and a second and third 
lien on various branch lines. 12 The idea, however, in this entire 
group of bond issues is that there exist underlying mortgages 
and the general, the consolidated, the refunding, the improve¬ 
ment or extension mortgage, by whatever name it is called, is 

* Similar refinancing had been accomplished in the Northern Racific reor¬ 
ganization of 1875, and that of the Wabash of 1887. Neither was, however, 
as important or as extensive. 

14 So far as the writer can discover, it is not a first lien on any physical property. 
(The additions since 1913 are fully covered by the underlying: Consolidated Mortgage of 
1908, the stocks deposited are all subject to prior liens, and the Beech Creek bonds are 
only second liens on physical property.) 
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subject to all these underlying liens. The student of finance is 
left to his own resources to ascertain how real is the actual lien 
on the physical property. 

Provisions and Conditions of Issue-Vagueness.-The 

provisions and conditions of issue of bonds under these com¬ 
prehensive refunding mortgages are defined only vaguely or 
not at all. The Refunding and Improvement Mortgage of the 
New York Central dated October 1, 1913, and due 2013, 

permits an issue of bonds up to three times the capital stock, 
which amounted in 1933 to $500,000,000 outstanding and will 
subsequently amount to $700,000,000. So the total issue of 
these bonds may now reach over $1,500,000,000 and could 
later be extended to over $2,000,000,000. There are no re¬ 
strictions on the first $500,000,000 of the bonds to be sold to 
pay for improvements and extensions, but further issues must 
be restricted to 80% of the cost of the additions to the property 
of the road. Although by name a refunding issue, it is a mis¬ 
nomer, as the underlying bonds may be extended, at the option 
of the company, until one month before the maturity of the 
issue, or September, 2013. Bonds under this mortgage may be 
issued to acquire stocks of other companies or for other cor¬ 
porate purposes ; they may be at any rates of interest that the 
directors fix, and the conditions of redemption and the terms 
of payment may be modified and changed. The directors of 
the road may even make some of the bonds convertible into 
stocks under conditions which they define . e Nevertheless, 
while the provisions of this New York Central refunding issue 

* It is notable that the New Jersey Public Service Commission, on the 
whole liberal toward corporations, disapproved of this mortgage as applied 
to property within New Jersey, because it “departs so radically from the old- 
established principle that loans ought not to exceed assets.” For details see 
decision dated December 19, 1913. 

It should be noted in passing, however, that no matter how broadly and 
loosely drawn, the bonds are mortgage bonds and their holders have the pro¬ 
tection of a right of foreclosure in case of default. They stand ahead of all 
debentures. They are of conspicuously greater strength than preferred 
stocks. In April, 1914, irresponsible parties, in order to injure the sale of 
these very bonds, alleged that “the position of these bonds is scarcely better 
than that of a preferred stock without voting power.” Such a statement is 
utterly false. It is a case either of profound ignorance of financial principles 
or wilful misrepresentation. 
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may be extreme in their vague elasticity, they are in accord 
with the spirit of railroad finance at the present time. As a 
consequence of this the small, closed, clear-cut mortgage bond 
is rapidly becoming extinct. This change of point of view is 
an acknowledgment on the part of railroad financiers, invest¬ 
ors, and of the public that railroad debt is permanent, and this 
view has been tacitly accepted by the law and by public opinion. 

As the strength of refunding issues of bonds rests largely 
on the increase in the equity behind them, when the prior liens 
are paid, it is important that the corporation assure the investor 
that the prior liens will not and cannot be extended. Some¬ 
times, in spite of the fact that the refunding mortgage con¬ 
tains a provision implying that the underlying bonds will be re¬ 
tired when they fall due, the company finds it possible to evade 
the provision of the refunding mortgage and extend those bonds. 
Such tactics, however, on the part of corporation officials, 
although perhaps legally permissible, react against the general 
credit of their company and investment confidence as a whole. 11 

This fact is generally acknowledged. Frequently, indeed, 
when the covenant in a refunding issue might be interpreted 
so as to permit the reissue of an underlying bond, a corpora¬ 
tion refuses to avail itself of a technical evasion and pays off 
the underlying issue as the intent of refunding implies. Never¬ 
theless, great care should be exercised in drawing the refunding 
mortgage to be sure that the obligation of the corporation with 
respect to the underlying bonds is clear. 

Collateral Trust Bonds. -Collateral trust bonds are not 

secured by a lien on physical property, but rather by a lien on 
securities deposited with a trustee as collateral. 13 Their ulti- 

11 This is illustrated by an unfortunate refunding operation of the Tacoma 
Gas and Electric Company. There were $416,000 Eirst Mortgage Bonds, due 
May 1, 1915. There was also an issue of Tacoma Gas Light Company Re¬ 
funding Mortgage Bonds, due 1926. Of the latter $416,000 were reserved to 
retire the issue of the underlying bonds due in 1915. Yet when these matured, 
instead of retiring them by the bonds reserved, they were extended. 

13 For brief study of the indenture securing: collateral trust issues see Stetson, 
F. L., Some Legal Phases of Corporate Financing:, Reorganization and Regulation, 
57 (*9*7)* For legal matters concerning the issue of collateral trust bonds, see Jones, 
L. A., Treatise on tbe Law of Pledges, Including Collateral Securities. See also a very 
important decision, Watson v. C. R. I., etc., 169 App. Div. (N. Y.), 663 <1915). 
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mate security is therefore indirect or secondary, as it rests not 
on the deposited collateral but rather on the physical values of 
the property represented by this collateral. 

Prior to the Richmond and West Point Terminal Railway 
and Warehouse Company’s Collateral Trust Bonds of 1887, the 
issue of collateral trust bonds occurred only in special cases 
when the issue of ordinary mortgage bonds was inexpedient. 
Since 1894, however, they have occurred with increasing fre¬ 
quency until, at the present time collateral trust bonds have 
assumed a far-reaching significance in our American finance, 
a significance which is bound to increase if financial policies 
and procedures grow more complex. They were used at first 
by railroads in order to bring into a single merchantable issue 
of bonds a variety of divisional and branch bonds in them¬ 
selves unmarketable because of their insignificant size or else 
because some legal obstacle prevented the issue of ordinary 
bonds. To protect its second mortgage bonds on the old Union 
Pacific Railway, the United States Government, in 1873, pro¬ 
hibited the corporation from issuing further direct mortgage 
bonds. Yet the road was involved in a policy of extension in 
the Northwest to maintain its strategic position. These ex¬ 
tensions were accordingly financed through the issue to the 
parent company of direct mortgage bonds covering the new 
construction. These small issues were then made the basis of 
collateral trust issues of bonds by the parent road. 

Later the railroads used collateral trust bonds to build ex¬ 
tensions and to effect consolidations. 14 Subsequently, after 
1897, they appeared to some extent in the industrial field. Since 
1906 their most extensive use has been in the financial plans of 
public utility holding companies. Here the financial structure 
has, in some cases, been so complicated that collateral trust 
bonds of one holding company are security for those of an¬ 
other. In one or two instances this process of pyramiding 
equities has been carried up several steps. Since 1927 col- 

14 For an exhaustive study of the collateral trust bond in railway finance see 
Mitchell, X. W-, Xhe Collateral Xrust Mortgage in Railway Finance, ao Q. J. E. 443 
(1906). Also Ripley, W. Z., Railroads, Finance and Organization, 143 (1915), and 

Cleveland and Powell, Railroad Finance, 73 (1912). 
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lateral trust bonds have found a further and quite special use 
in the financial structure of railroad holding companies. By 
means of large issues of collateral trust bonds, it has been pos¬ 
sible to bring under a single corporate unit the working control 
of several great railway systems. This development will be 
described in more detail presently. 


Reasons for Use. -Collateral trust bonds are now used by 

every type of corporation for a variety of purposes. The most 

reasonable-as it was historically the first-use for this class 

of bonds is to realize money from a multitude of small bond 
issues, no one of which is sufficiently large to command a wide 
market. A considerable variety of such small issues are put 
under one trust and a single large collateral trust bond is issued. 
The bonds of such an issue will command a wider investment 
market than those of the small issues. 4 In such cases holders 
of the collateral trust bonds have the full security of the bonds 
deposited and whatever additional value goes with a wider mar¬ 
ket. Distinctly the best form of a collateral trust bond of this 
description, from every point of view including that of the 
credit of the corporation, is that issued by the public utility 
holding company where the security is the first mortgage bonds 

-not stocks-of the subsidiary operating companies. Such 

bonds of small operating companies have an independent value 


_ 1 A good illustration taken from railroad finance is of that of the Illinois 

Central Railroad Company's Collateral Trust 4s of 1952. Of these there were 
outstanding January 1, 1933, $14,933,000 secured by the deposit of the bonds 
mentioned below. None of these issues had an independent market, all being 
parts of the Illinois Central system. Should the bondholders of this issue be 
compelled to foreclose their lien, take over these little bond issues, and subse¬ 
quently the lines of road covered by the bonds, the properties obtained would 
have little value if operated independently of the whole railroad system into 
the structure of which they had been long since interwoven. 


Bonds Pledged 

Canton, Aberdeen Sc Nashville R. R. 1st 5s. 
Cedar Rapids Sc Chicago R. R. Co. 1st 5s. . . 

Cherokee Sc Dakota R. R. Co. 5s. 

Chicago, Havana & Western R. K. Co. 1st 5s 
Chicago, Madison Sc Northern R. R. 1st 5s. 

Rantoul Railroad Company 1st 5s. 

Yazoo Sc Miss. Valley R. R. Co. 1st 5s. 

Total mileage and principal amounts. 


Maturing 

1952 

1935 

1935 


196a 


Miles 

Mortgaged 

87.89 

-41.85 

1 56.96 
130.28 

225.53 


Principal 
Amounts 
$ 1,750,000 
830,000 
3,100,000 
2,500,000 
4*370,000 
1,000,000 
2,800,000 


855.58 


$16,350,000 
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and as such would strengthen rather than weaken the collateral 
trust bonds ; yet the subsidiary bonds themselves, being in such 
small amounts, would attain only the narrowest market indi¬ 
vidually.'* Nevertheless, the procedure in connection with col¬ 
lateral trust bonds of this sort amounts to financial legerdemain 
in which the corporation masses together a collection of securi¬ 
ties which, if taken separately, would not be acceptable invest¬ 
ments to the public. In other words, the money locked up in 
odds and ends can be withdrawn by the corporation through 
the issue of collateral trust bonds and used for other purposes. 

The second reason for the issue of collateral trust bonds 
lies in the legal obstacles which so frequently prevent the use 
of simple and direct means of financing. Usually an old mort¬ 
gage contains the after-acquired pro£)erty clause so that each 
separate addition to the total corporate property must be 
financed through an independent corporation, else it automati¬ 
cally comes under the lien of the old mortgage. While small 
independent corporations cannot issue marketable securities 
alone they can issue securities which, taken in the aggregate, 
become the security for a large collateral trust issue. Some¬ 
times states (as Texas in the case of railroads) require a sepa¬ 
rate home-chartered corporation. This corporation has no in¬ 
dependent credit, but its obligations may, with others, form the 
basis of a collateral trust bond issue. Sometimes subsidiary 
corporations possess valuable franchises or privileges which 
might be jeopardized if the main corporation should attempt 
to operate the property directly ; in such cases the subsidiaries 

J A good illustration of this kind of bond is the Collateral Trust 5 % Bonds 
of the American Fublic Utilities. These bonds are secured by the deposit 
with a trustee of an equal par value of the bonds of subsidiary, controlled 
companies. The bonds to be deposited must meet the following conditions : 

1. At least one-half of the share capital of the subsidiary operating com¬ 

pany must be controlled by the American Public Utilities Company. 

2. The bonds deposited as collateral must be secured by a mortgage on all 

or substantially all of the property, and franchises of the subsidiary 
operating company. 

3. The interest rate on the bonds deposited must be at least 

The indenture of the East Coast Utilities First Mortgage collateral 

trust bond specified as securities the first mortgages on the physical properties 
of the subsidiaries to the extent of $1,250 of outstanding first mortgages for 
every $1,000 of collateral trust bonds. 
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may obtain the money required by conveying their own securi¬ 
ties to the parent company which, in its turn, pledges them as 
collateral for its own bonds. 

A third explanation of the use of collateral trust bonds, 
rather less important but nevertheless common, is that of avoid¬ 
ing direct liability for damages. This reason is probably of 
most importance with businesses exposed continuously to the 
danger of suits by the public for personal or property damages. 
Strange and otherwise unaccountable subterfuges of corporate 
law and finance are resorted to in order to reduce to a minimum 
the chance of loss through such suits and the collateral trust 
bond is one of these devices. For example, a large, rich, and 
prosperous electric company operating in a city builds a hydro¬ 
electric development. The new dam causes the hitherto sluggish 
river to overflow and the company is confronted by damage 
suits from farmers. If the company owns the hydro-electric 
property in its own name the farmers can collect their damages 
from it directly. This responsibility may be evaded if the main 
company causes to be incorporated a separate hydro-electric 
company and places a mortgage on its property equal to its 
value. In the event of successful suits the farmers can only 
throw the smaller corporation into the hands of receivers and 
in the subsequent reorganization they can obtain no satisfaction, 
as the foreclosure of the mortgage will exhaust the property of 
the hydro-electric company. But the bonds issued under such 
a mortgage would have little market value, because the bond¬ 
holders, if forced to foreclose on the power station would have 
no market for their electricity. Accordingly the main com¬ 
pany deposits them as collateral with a trustee and upon their 
security it issues its own collateral trust bonds. 

As a device of pure finance, collateral trust bonds have been 
frequently resorted to in recent railway consolidations. Large 
amounts of money are required to accomplish such purposes 
and the use of collateral trust bonds has appealed to railroad 
managers, recently and in the past, as the easiest means of 
getting the money. It was a method used by the Union Pacific 
Railroad under the Harriman expansion program, and by the 
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New York Central and Hudson River Railroad in acquiring* its 
western extensions, to mention an instance drawn from the 
west and another from the east. But probably the most con¬ 
spicuous case or group of cases of the use of this type of col¬ 
lateral trust bond issue is the railroad holding company organ¬ 
ized primarily to buy large amounts of railway securities for 
the purpose of control paying for them by successive issues of 
collateral trust bonds. The holding company itself is a shell; 
it exists solely as a financial device without any assets except 
those pledged for its bond issues, and possesses no credit except 
that represented by the equity above its various collateral loans. 
A typical case is the Alleghany Company formed to concentrate 
in the hands of O. P. and M. J. Van Sweringen a working con¬ 
trol of railroads centering about the old New York, Chicago 
and St. Louis Railroad (the Nickel Plate). The method of 
procedure was simple. The Alleghany Corporation, with a 
large nominal capital, purchased with borrowed money, or con¬ 
tracted to purchase, blocks of stocks and convertible bonds of 
railways constituting part of the Van Sweringen system. As 
soon as a considerable amount of such securities were actually 
purchased or held under option, the Alleghany Corpora¬ 
tion would bring out a series of bonds, pledging the recently 
acquired securities as collateral. Three successive issues were 
sold, aggregating over $75,000,000 par value, and representing 
large, if not controlling blocks of seven railway systems. k 


k The following gives an idea of the collateral as originally deposited. 
There have been, since the date of the original issue, many changes in the 
collateral. 


Series A 

Issued February x, 1929 
Amount $35,000,000 


Series H 

Issued June 1, 1929 

Amount $25,000,000 


Series C 

Issued April 1, 1930 

Amount $25,000,000 


Shares 

Corporation 

< - 

Shares 

Corporation 

Shares 

Corporation 

300,000 

Chesapeake* 

240,000 

Chesapeake* 

700,000 

Missouri Pac. 

75,000 

N. Y., Chic. & 

St. Louis 

10,000 

Ches. & Ohio 

60,000 

Com. 

Missouri Pac. 

96,000 

Buff. Hock 

Pittsburgh Com. 

1 80,000 

Erie R. R. 

50,000 

Com. Pfd. 

N. Y. Chic. & 

43 »ooo 

Buff. Rock 

Pittsburgh Pfd. 
Ches. & Ohio 

Erie R. R. 

2 1,000 

Wheeling & Lake 
Erie Com. 

40,000 

St. Louis 

Pere Marquette 

20,000 

90,000 

24,000 

Wheeling & Lake 
Erie Pfd. 

Bonds 

7,000,000 

Missouri Pac. 
Com. 554 s 


* The Chesapeake Corporation was itself a railroad holding: corporation owning the 
equity above a collateral trust issue of $43,000,000 in the controlling: block (53 per cent) 
of the stock of the Chesapeake & Ohio Railway together with minority interests in the 
Pere Marquette and the Erie railroads. 
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Types o£ Collateral Required, -The kind of collateral de¬ 

posited as security for collateral trust bonds may be divided 
roughly into three classes according to the economic significance 
of this collateral in the event of the foreclosure. Until recently 
cases were unusual in which the securities deposited possessed 
an independent and entirely free market, a market in no wise 
subject to the vicissitudes of fortune of the issuing corporation. 
Such a collateral trust bond is that of the Adams Express Com¬ 
pany’s 4s, 1948, secured by the deposit of over a quarter of its 
own issue and large blocks of about 5° different railroad bonds. 1 
All of these bonds, practically without exception, are listed on 
the New York Stock Exchange, and no one of them, except in 
an indirect and slight degree, is dependent on the earnings of 
the express business. A similar, perhaps stronger although 
not so greatly diversified, list of collateral is that securing the 
Union Pacific Railroad's 10-year notes issued in 1918. The 
note issue was for $20,000,000 to secure which the Union 
Pacific Railroad pledged $30,000,000 par value of well-known 
railroad bonds which, at the time of issue, 1918, enjoyed very 
high credit. Each issue of bonds was a savings bank or “trus¬ 
tees* ** investment; and each issue enjoyed an independent 
market.” 1 An unusual recent issue of this type is that of the 

1 The security behind the Adams Express Company Collateral Trust 4s is 
given in Poor’s Manual of Industrials, under the Adams Express Company. 

m The collateral behind the Union Pacific note issue was : 

$2,000,000 Chicago & Northwestern General 4s of 1987. 

$2,500,000 Chicago & Northwestern General 5s of 1987. 

$3,000,000 New York Central Refunding & Improvement 4J4 s of 2013. 

$1,000,000 Pennsylvania Railroad Consolidated 4j^s of i960. 

$2,500,000 Pennsylvania Railroad General 4 ^ 4 s of 1965. 

$6,000,000 Southern Pacific Refunding 4s of 1955. 

$4,000,000 Baltimore & Ohio Refunding 5s of 1995. 

$5,000,000 Illinois Central-Chicago, St. Louis & New Orleans Joint 1st 

& Refunding 5s of 1963. 

$4,000,000 Denver Union Terminal 1st 4V2S of 1964. (Guaranteed by 
Union Pacific, Chicago, Burlington & Quincy and Atchison Railroads.) 

The market value of these pledged bonds in June, 1918, at the time the 
Union Pacific Railroad issued the notes was over $25,000,000. This collateral 
is different from that of the Alleghany Corporation described previously. The 
Union Pacific Railroad had at the time of issue and has had even in the Gol¬ 
gotha of railroad credit in 1933, an independent credit quite aside from the 
pledged bonds ; the Alleghany Corporation had at the time of issue of its 
collateral bonds no credit of its own, unless we speak of its existence as 
affording a shadow of credit, but in 1933 even this shadow had vanished. 
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Union Gulf Corporation. Although the issuing corporation is 
engaged in the oil business the collateral trust 5 bonds, dated 
I 93° and due in 1950, are secured by the pledge of stocks of a 
car company, an aluminum company, a glass company, a coal 
company and a steel company. The securities of all these cor¬ 
porations enjoy a wide and independent market, completely 
separated from anything connected with the oil business. 11 

While this type of collateral bond issue, with collateral of 
independent value, was of comparatively rare occurrence until 
recently, it has become common with the advent of the invest¬ 
ment trust. In order to increase the advantage accruing to the 
common shareholders of an investment trust, the managers 
have issued bonds secured by some or all the stocks and bonds 
in their treasury. The common stock of the trust is thus a 
kind of margin, over and above the face of the bond issue ; and 
this margin is greatly widened with an increase in the market 
value of the investment trust’s securities. It is also greatly 

lessened with a fall in values-as the investment trust managers 

found to their sorrow in the years following the high quota¬ 
tions of 1929. In these investment trust collateral issues pro¬ 
vision is usually made to permit the substitution of collateral, 
with the approval of the trustee ; and the investment trust man¬ 
agers are given wide powers to vary the collateral, providing 
the market value of the aggregate of the securities pledged is 
fully maintained. Sometimes also it is provided that the trust 
managers must increase the securities pledged if the market 
value of the collateral falls below a certain specified margin 
over the par value of the bonds. This whole class of invest¬ 
ment trust collateral bonds reminds one of brokers’ loans of 
long maturity, held by the public instead of by the banks. They 
are a vehicle to enable the investment trust managers to specu¬ 
late, on margin, for a rise in the market. 

Company 

Pullman Company- 

Aluminum Company of America, Preferred 
Aluminum Company of America, Common 
Pittsburgh Plate Class, Common 
Pittsburgh Plate Class, Preferred 
TJnited States Steel Company, Common 


" The following : 

Collateral 
Shares 
200,000 
140,000 
200,000 
60,000 
60,000 
30,000 
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A second group of collateral trust bonds consists of those 
secured by a deposit of securities of corporations which are 
allied to the issuing corporation but which may be operated 
independently. Admitting a probable sacrifice of values the 
securities of these companies could be marketed through whole¬ 
sale bankers, although this would take time and would, almost 
surely, involve the holders in at least a temporary loss. Such a 
bond is the Collateral Trust 5s of the American Telephone and 
Telegraph Company, due 1946. The securities behind these 
bonds are the stocks of subsidiary Bell telephone companies, all 
interrelated with each other and the parent company, but yet 
capable of having an independent existence. While a failure 
of the parent company, involving a default on the collateral 
trust bonds, would seriously cripple the subsidiary companies, 
it would not render their stocks valueless and unmarketable. 
Each one of the subsidiaries could be financed independently 
of the parent and the great majority of their stocks have open 
and easily ascertained market values. 0 In case of a default, 
therefore, the collateral could be sold at such prices as would 
cause little if any loss to the holders of the bonds. There are 
a great many collateral trust bonds of public utility companies 
that would come under this category, as, for example, the 
American Public Utilities Company Collateral Trust 5s men¬ 
tioned in note j above. This bond is secured by the deposit 
of an equal amount, par value, of the bonds of subsidiary com¬ 
panies, located in Michigan, Indiana, Minnesota, Wisconsin, 

0 These bonds, $80,000,000 par value, were issued in 1916, and secured by 
the following stock : 


Number of 

Shares Company Far Value 

182.200 Northwestern Bell Telephone Company. $18,220,000 

136.200 New England Telephone and Telegraph Company. 13,620,000 

431,000 New York Telephone Company. 43,100,000 

251,901 Pacific Telephone and Telegraph Company (preferred). 25,190,000 

150.200 Southern Bell Telephone and Telegraph Company. 15,020,000 


At the time of issue the stocks of all these subsidiary telephone companies 
enjoyed an independent market, and, in most cases the quotations were above 
par; so that the actual market value of this collateral was nearly twice the 
par value of the bonds. Yet it should be noted in this connection that an 
attempt to market, in the ordinary way, a block of stock so great as any of 
these might have been practically impossible or fraught with dire conse¬ 
quences. Theoretically, the market value of the collateral could be easily 
computed, practically it could not. 
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each having- an independent earning capacity in excess of the 
interest on the deposited bonds ; such bonds, therefore, could be 
sold on the open market or foreclosed and the properties them¬ 
selves reorganized. 

An interesting case, of a composite character, is the Central 
Pacific Railway’s Collateral Trust 4s of 1946 (European loan, 
approximately $49,000,000 expressed in dollars). These bonds 
were guaranteed by the Southern Pacific Company, but to make 
this guarantee attractive to the presumably discriminating 
Parisian taste the guarantee was reinforced by the deposit with 
the trustee of over $25,000,000 of bonds of Southern Pacific 
Company subsidiaries and $35,000,000 par value of the stock 
of the Southern Pacific Railroad of California-a very im¬ 

portant, perhaps the most important, part of the Southern Pa¬ 
cific Company’s system. 

A great variety of collateral trust bonds coming within this 
class are yearly offered to bond buyers. Great care should 
be exercised by the issuing company to safeguard the corpora¬ 
tion's credit among investors and even greater care must be 
exercised by the investors themselves to safeguard their inter¬ 
ests. The collateral deposited should consist of many different 
parcels covering properties that can be independently operated. 
For instance, an American Water Works and Electric Company 
collateral trust 5s, $20,000,000 par value, had 38 separate par¬ 
cels of stocks and bonds. Some of these parcels gave control 
of the operating company, some were merely “odds and ends.” 
If control were pledged, it is undoubtedly true that the separate 
and independent company could be sold at any time to another 
utility operator or another holding company. In addition, great 
care should be exercised to ascertain that each parcel of collateral 
gives control of the subsidiary enterprise, so that if the trustee 
is compelled to bid in the collateral at a foreclosure sale, the 
bondholders will be possessed of the absolute control of funda¬ 
mental property. This is particularly important if the collateral 
is represented by a bare majority of a single issue of stock. 
In that case the agreement under which the bonds are issued 
should provide that if the total outstanding stock of the cor¬ 
poration be increased, sufficient new stock should be acquired 
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and deposited under the trust so that the collateral would at 
all times insure a control. This is exactly what is provided in 
the agreement covering the Atlantic Coast Line’s (Louisville 
and Nashville) Collateral Trust 49 ^ Bonds. 

Closely related to this class, yet different from it, are the 
collateral trust bonds of one enterprise issued to secure control 
of an independent but allied corporation. Such issues are very 
common in railroad finance. These great railroad collateral 
trust bond issues are a sort of combination of the first and 
second classes mentioned in the above discussion. They owe 
their existence, in almost every case, to strategic rather than 
financial exigencies. Such are the Collateral Trust Bonds of 
the Atlantic Coast Line secured by the deposit of a majority 
of the Louisville and Nashville Railroad stock. These col¬ 
lateral trust bonds, owing their existence to strategic reasons 
alone, frequently become of little value, because of some shift 
of railway policy. If the underlying stock becomes of no in¬ 
trinsic value, independent of the corporation issuing the bond, 
the bonds themselves also become of little value. In extreme 
cases, weight of the collateral trust bonds may bring disaster 
to the company issuing them. The Collateral Trust Bonds 
of the Toledo, St. Louis and Western Railroad, secured by 
Chicago and Alton stock, were directly instrumental in causing 
the receivership of the former corporation in 1914.; those of the 
St. Louis and San Francisco Railroad, secured by Chicago and 
Eastern Illinois stocks contributed in no small measure to the 
disaster of the former road. 

In the third type of collateral trust bonds the security de¬ 
posited covers the same enterprise as the bond itself. That is, 
the collateral has little or no independent value. Such cases, 
which are very common, are illustrated by the numerous in¬ 
stances in which a company wishes to give stocks of its own 
the glamor of a bond and so deposits them as the collateral 
for a collateral trust bond. The most conspicuous case of such 
financial sleight of hand was that of the Chicago, Rock Island 
and Pacific Railroad bonds, secured only by the stock of the 
Railway, the operating company. On foreclosure the bond- 
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holders found that their bonds were such only in name, their 
real security being stock encumbered by a host of prior lien 
bonds. Collateral trust bonds of this character are bonds only 
in name. One of the most interesting abortions of the col¬ 
lateral trust bond was the so-called Refunding Notes of the 
Cincinnati, Hamilton and Dayton, issued in 1904, and secured, 
in large part, by the practically worthless stocks of the bank¬ 
rupt Pere Marquette and an unimportant subsidiary. Obvi¬ 
ously, collateral trust bonds of this character are actually not 
different from the stock deposited to secure them, nor are they 
of more substantial security-in fact they may be weaker be¬ 

cause devoid of the voting privilege and the inhibiting power 
of the stockholder to restrain the issue of prior lien debt and 
the exploitation of their assets by unprofitable contracts, and 
the disintegration of the property. 1 * 

Such a case of exploitation of a subsidiary by a parent com¬ 
pany, involving the sacrifice of the interests of the collateral 
trust bondholders, is that of the Chicago and Eastern Illinois. 
The common and preferred stocks of this road were acquired 
by the St. Louis and San Francisco Railroad and deposited 
as collateral for certain bonds. The St. Louis and San Fran¬ 
cisco also controlled the St. Louis, Memphis and Southeastern. 
It then forced the Chicago and Eastern Illinois into an unprofit¬ 
able contract with the latter subsidiary, as a result of which, 
among other things, the earnings of the Chicago and Eastern 
Illinois were so low as to indicate little or no value for the col¬ 
lateral trust bonds secured only by its stock. 

Should the trustee under a collateral trust bond, secured 
only by stock, be compelled, finally, to bid in the deposited 
securities, the old bondholders would probably find themselves 
possessed of stock in itself unsalable and involving them in 

p It is important that the holders of collateral trust bonds be assured of 
the proper upkeep of the actual physical property behind the collateral securi¬ 
ties. Thus the agreement covering the Atlantic Coast Line’s (Louisville and 
Nashville) Collateral First 4s provides that the Atlantic Coast^ Line will 
“cause all repairs, renewals and replacements necessary to maintain the rail¬ 
roads, structures, locomotives, cars and other equipment, tools and other 
property of the Louisville and Nashville Company in their present good order 
and condition to be made out of the earnings." 
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further investments of money in order to give it value. This 
was exactly what happened when the holders of the Rock 
Island Railroad Collateral Trust Bonds, previously mentioned, 
acquired possession of the railway stock. It should be remem¬ 
bered, in every case of this character, that had the enterprise 
covered by the securities been itself of value, the managers 
of the company would never have permitted the default on 
the collateral bonds. We may therefore presume that the 
collateral bondholders will not be allowed to secure possession 
of their collateral until, for one reason or another, it has become 
of little value. 

Danger of Misconstruction.-It is bad judgment on the part 

of bankers and corporation officials and moreover, a species of 
deceit to call collateral trust bonds by another name. Espe¬ 
cially is this true when they are called first mortgage bonds. 
For example, the corporation resulting from a long series of 
reorganizations of the original whiskey distilling “trust” issued 
a series of bonds known as the “Distillers’ Securities Corpora¬ 
tion First Mortgage Twenty-five Year, 5 Convertible Gold 
Bonds.” These bonds were not first mortgage on physical 
property, but,were secured merely by a deposit of certain stocks. 
While there may be-a semblance of excuse where the collateral 
is itself a first mortgage on physical property, one may assume 
that the word “mortgage” is used in such cases to serve as a 
subterfuge. Accepted usage long ago established the presump¬ 
tion that whenever the term “mortgage” is used, it means a 
direct lien on specific physical property. For similar reasons 
the terms “collateral mortgage,” “mortgage collateral,” or even 
“first lien” bonds, without the designation “collateral trust,” 
should not be used as titles for bond issues secured by collateral 
alone. The bonds of the Southwestern Power and Light Com¬ 
pany, for instance, were described as “first lien” ; they were 
“secured by a first lien on all the property now owned by nine 
subsidiary companies, through deposit with trustee of the entire 
capital stocks of and all the bonds of these companies.” 15 On 
the other hand, it should be remembered that some collateral 

13 N. W. Halsey and Co. Circular (November, 1915). 
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trust bonds are stronger than that name implies, being secured 
not only by the deposit of collateral but also by a direct mort¬ 
gage as well. Thus, the New York Central and Hudson River, 
Lake Shore Collateral Trust 3 ^ 4 s are now, by the implications 
of the consolidation of December, 1914, a second mortgage on 
the New York Central’s east-of-Buffalo lines, and a third mort¬ 
gage on the west-of-Buffalo lines. 

It has been said that collateral trust bonds are analogous to 
collateral loans from banks. q But this analogy is more appar¬ 
ent than real. It is true that in both cases the security behind 
the loan is of the same nature but the conditions of issue are 
fundamentally different. In the case of a collateral loan from 
a bank, the loan is of short duration and secured by collateral 
with a current open-market value by which the bank is able 
to check constantly the value of the security. Collateral trust 
bonds, on the contrary, invariably run for some years, fre¬ 
quently for long periods-as the American Gas and Electric 

Collateral Trust Bonds of 1907, due 2007-and the value of 

the collateral may diminish greatly before the bonds are due. 
Ordinarily in such cases the trustee of the bondholders cannot 
compel the substitution of more valuable collateral to maintain 
the original equity. Thus, when the Adams Express Com¬ 
pany’s Collateral Trust Bond 4s of 1948 were issued in 1898, 
over $13,000,000 par value of high-grade bonds was pledged 
as collateral behind the issue of $12,000,000 of bonds. The 
collateral pledged was certainly worth $12,000,000 and tended 
to appreciate in value during the next four years. But after 

** “As to the security back of this note issue, we shall attempt to picture it 
to you by a simple parallel. 

“If you go to your own bank and pledge $2,000 of excellent collateral as 
security for a $1,000 loan—if you show them the title to a parcel of unen¬ 
cumbered real estate worth about $3,000 and agree as a consideration for the 

loan not to mortgage it until your loan is paid-if finally you get one of the 

richest men in your community to endorse your note, and pay interest at the 
rate of 7 per cent per annum, the security of the bank will closely approximate 
the security of the holder of one of the Collateral Trust Notes here 
offered.” 1C 

10 Circular letter, dated August 13, 1913* of E. H. Rollins & Sons, describing: an 

issue of $4,000,000 Huntington Land and Improvement Company's Collateral Trust 
Bonds. 
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1906, the collateral declined steadily in value. Meanwhile, 
however, the management of the company had acquired the 
bonds in the open market and canceled them so that by June, 
I 933> less than five million remained outstanding*. This was 
originally one of the few issues where the collateral was subject 
to an entirely independent market not affected by the vicissi¬ 
tudes of the issuing corporation. But at the present time this 
characteristic is quite typical of investment trust collateral trust 
bonds. 

It is a species of deceit to represent to the investing public 
that the real value of a large issue of collateral trust bonds can 
be gauged by the market quotations of the collateral at the time 
of the issue of the bonds. The market quotation is always for 
one or two bonds and never for an entire issue; and if the col¬ 
lateral trust bondholders or their trustee should try to sell the 
large mass of collateral deposited as security the open market, 
as registered by a few transactions, would vanish entirely. Ob¬ 
jectionable also is the practice of bankers in representing the 
value of collateral by its par value as if this were a matter of 
concern should the bondholders be compelled to acquire the col¬ 
lateral through a default in the interest payment on the bonds. 
Even though collateral deposited as security for bonds con¬ 
tinues to pay interest or dividends, it may have a low market 
value and a low intrinsic value, as evidenced by the earnings of 
the actual property it represents. 

Short-Term Notes-Secured short-term notes are usually 

merely short-term collateral trust bonds which owe their exist¬ 
ence to the demands of temporary financing. They are a kind 
of emergency security and the banker who sells this kind of 
bond usually insists that the corporation shall pledge specific 
property as security for the payment, unless the corporation is 
free from underlying obligations and can agree not to mortgage 

any of its assets during the life of the notes-as was the case 

of certain note issues of the United Fruit Company. When 
specific securities are pledged, it is common to insist that the 
fundamental value of the collateral pledged be not impaired by 
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the unrestrained issue of underlying securities. r And even 
more important is it to be certain that the actual property, what¬ 
ever its nature, behind the securities pledged shall not be 
destroyed wantonly by those who control the enterprise. 

The security pledged by the corporation is frequently a mass 
of odds and ends that happen to be in its treasury.® Although 


r The Five-Year Collateral Trust Notes of the United States Public Ser¬ 
vice Company, due 1918, were issued under the provision that none of the 
subsidiaries whose securities were collateral for the notes, could issue addi¬ 
tional securities or incur floating debt, except for operating expenses, unless 
the new securities or notes should be straightway deposited as additional 
collateral. 

■ The collateral used by the New York, New Haven and Hartford Railroad 
is an illustration of the heterogeneous mass of securities sometimes pledged. 
The following is a list of that securing the 5 % notes due May 1, 1915 : 

Number of 
Shares or 

Stocks Par Value Book Value 


Central New England Railway Co. 

Common Stock .. 

Preferred Stock . 

Hartford & Conn. Western R. R. Co. 

New York, Ontario & Western Ry. Co. 

Common Stock .. 

Preferred Stock. 

Rutland Railroad Co. 

American Telephone & Telegraph Co. 

Concord & Montreal R. R. 

Connecticut & Passumpsic Rivers R. R. Co. 

Northern R. R. (of New Hampshire). 

Pennsylvania Railroad Co. 

The Rhode Island Co. 

Waterbury Gas Light Co. 


47,920 $ 

37 , 3 bo 
17,48a 

29 x ,600 
22 

23,520^ 

3 i 4 
2,469 
1,464 

922 
1,168 
96,855 
8,374 


868,566.5 5 
i,052,335-9i 
1,201,063.69 

*3,105,185.62 
3,21 2.00 

2,364,977- 15 

37 , 782-56 
395,765.70 
208,1 62.44 

* 30,750.27 
71,907.64 
24,352,336.41 

847,97 1.88 


Bonds 

American Telephone & Telegraph Co. 

4 9 k Cold Bonds, due 1933. 

Chicago, Burlington & Quincy R. R. Co. (Ill. Div.) 

3 yl % Bonds, due 1949. 

Chicago & Eastern Illinois R. R. Co. 

5 f /r> Bonds, due 1937. 

Chicago, Rock Island & Pacific R. R. Co. 

4 9 k General Mortgage Bonds, due 1988. 

New York, Westchester & Boston Ry. Co. 

4^2% Eirst Mortgage Gold Bonds, due 1946. 

New York and Stamford Railway Co. 

49 k Eirst and Refunding Mortgage Gold Bonds. 

The Vermont Company 

59 k First Mortgage Gold Bonds, due 193*. 

Central New England Railway Co. 

49 k First Mortgage Gold Bonds. 

New York, Providence & Boston R. R. Co. 

49 k General Mortgage Bonds, due April 1, 1942. 

The New York, New Haven & Hartford R. R. Co. 

6^k Convertible Debenture Certificates, due Jan. 15, 

1948 . 

ZV* 9 k Non-Convertible Debenture Certificates, due 

April 1, 1954.. 

3 ✓'2 9 k Convertible Debenture Certificates, due Jan. 

1, 1956 . 

35 ^ 9 k Non-Convertible Debenture Certificates, due 

March i, 1947 . 

Providence Securities Co. 

49 k Eifty-Year Gold Debentures, due May 1, 1957 . .. . 


6,300 
10,000 
22,000 
38,000 
2,000,000 
678,000 
846,000 
85,000 
247,000 

600,800 
2,100 
852,100 
9,000 
7 19,000 


6,290.55 

9,150.00 

25,300.00 

38,000.00 

3 , 000 , 000.00 

599,880.00 
846,500.00 
88,502.50 
247,000.00 

600,800.00 

3 , 100.00 

852, X 00.00 
9,000.00 
7 19,000.00 
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sometimes this collateral consists of first mortgage bonds of a 
high order, which for one reason or another it is inexpedient 
to sell at the time the notes are marketed, the collateral deposited 
as security is usually of inferior character. As the notes ma¬ 
ture quickly the investor does not require collateral of such 
permanently valuable nature, as in the case of the ordinary col¬ 
lateral trust bond previously described. On the other hand, 
bankers and investors are inclined, and rightly so, to look upon 
notes of two to five years’ maturity as closely resembling current 
liabilities and require of the corporation corresponding means 
of protection. Often limitations are placed on the amount of 
current loans the corporation may issue without breach of the 
note agreement. In rare cases the bankers who undertake to 
sell short-term notes may even require the corporation to limit 
the dividends or otherwise increase the equity behind the notes 
by diverting net earnings to the upbuilding of the plant. 1 


NOTE3 

Housatonic Power Co.... . 1,150,000.00 

New York & Stamford Railway Co. .. 185,000.00 

The Connecticut Co.. ...... 1,325,000.00 

-The Rhode Island Co.. ...... 1,725,000.00 

Central New England Railway Co. . 200,000.00 

The Harlem River & Port Chester R. R. Co. . 3,000,000.00 

Hartford & Conn. Western R. R. Co. . 819,781.71 

Rutland Railroad Co... . 150,000.00 


* An extreme case of this character was that of the Chesapeake and Ohio 
Railway Company at eT time long before it had attained its present (1933) 
high credit. The road, sorely in need of money to pay for capital improve¬ 
ments and unable to sell its general bonds except at very low prices, author¬ 
ized in 1914 $40,000,000 5% Five-Year Notes. Besides being secured by a 
specific pledge of $41,270,000 Improvement Mortgage Bonds, the railroad 
agreed to set aside out of earnings, $2,000,000 for the first year, $3,000,000 for 
the second year and $4,000,000 for each of the three remaining years during 
the life of the notes. These sums were to be used solely for capital expendi¬ 
tures, and no dividends were to be paid except from earnings in excess of 
these reservations. 



















CHAPTER 8 


UNSECURED OBLIGATIONS OK THE 
CORPORATION 

Nature of Straight Credit Bonds -The bonds first issued 

by the railroads in England and the United States were based 
on the general credit of the issuing corporation. Specific secu¬ 
rity in the form of a mortgage lien developed later ; it may be 
said that in England mortgage bonds are relatively rare even 
now. Bonds issued on the general credit rest, as all other cor¬ 
porate securities ultimately rest, on the earning capacity of the 
corporation. The only merit of a mortgage security lies, at the 
last analysis, in the preference it gives over other creditors; in 
other words, the mortgage feature of a bond is of value in the 
relatively superior position it gives the holder of the bonds, if 
it ever becomes necessary to distribute the assets of the bank¬ 
rupt corporation. So long as the earnings are adequate, it is a 
matter of legal distinction only, whether the bond is covered by 
a lien on specific property or merely by the promise of the 
corporation to pay. 

Bonds, the security of which rests primarily or entirely upon 
the general credit rather than upon a lien on specific property 
of a corporation, may be divided roughly into sev en classes. 1 
These seven classes include receivers' certificates ; assumed ,} 
guaranteed, and joint bonds; debentures; income and partici¬ 
pating bonds. As diversification in the character of bonded 
debt has been carried furthest in the field of railroad finance, 
most of the distinctions to be drawn can best be illustrated by 
railroad bonds. This is not implying* however, that parallel 
cases may not be found in other fields. 

Receivers’ Certificates.-In a special and in a true sense the 

fundamental type of all straight credit obligations is that issued 

\ The outline of these classes has been given already in the opening pages of the 
previous chapter. 
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by corporate receivers. When a railroad or public utility cor¬ 
poration or even a manufacturing company passes into the con¬ 
trol of the court, following threatened or actual default on its 
obligations, the court sometimes authorizes its agents or re¬ 
ceivers to obtain money by issuing short-term notes. Such 
notes are known as “receivers’ certificates.” 2 They are the 

obligations of the court-not debts of the company-which 

carry the implied assurance that the court will charge the prop¬ 
erty of the company in its hands with the payment of its 
certificates.* 

Resting in a sense on both the physical property and the 
general credit they represent a transitional form of securities 
between those discussed in the previous chapter and those de¬ 
scribed here. They depend for their strength chiefly, however, 
on the inclination of the court under whose authority they are 
issued, to enforce the final payment of interest and principal. 
As authorized under the social sanctions protecting the judiciary 
they bear a resemblance to civil loans, yet they must be satisfied, 
ultimately, by the property of the financially embarrassed corpo¬ 
ration. In this, however, the court will permit them to take 
precedence over certain or all of the mortgages of the old cor¬ 
poration, and sometimes even over all of its obligations except 
taxes and claims for current wages and supplies. As they are 
issued to meet temporary financing, receivers’ certificates are 
of short maturity and are usually paid off or refunded before 
the property of the company passes out of the jurisdiction of 

* In the words of one of the old cases which has been frequently quoted: 
<4 A receiver’s certificate is evidence in the hands of the holder that he is 
entitled to receive from the funds under the control of the court, that author¬ 
ized its officers to issue them, the amount specified if the fund is sufficient to 
pay holders of such certificates, or if it is not sufficient, then only a pro rata 
with other holders.” * “The certificates are not debts of the company (which is 
in the hands of the receiver >, but of the receiver backed by the pledged faith 
of the court that the property, or the proceeds of which they are charged, is in 
its possession subject to be and that it will be disposed of by it for the payment 
of them.” 4 

* For early lesral discussions when the railroad reorganizations of the middle nineties 

had given prominence to the status of receivers* certificates, see Carr, W. A., Receivers* 
Certificates, i Penn. Law Series, 593 (1895); Hardy, C. A., The Power of a Court of 

Equity to Authorize the Issue of Receivers' Certificates, 44 Cent. Law Jour. 3-44 (*897); 
Machen, A. W\, Jr., Modern Law of Corporations. 

■ Turner v. Railway, 95 Ill. 134, at 14S <1880). 

4 Myer v. Johnson, 53 Ala. <237, 349 (1875). 
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the court. Owing*, however, to the frequent difficulty which 
the receiver experiences in obtaining new money the payment 
of receivers’ certificates is quite often delayed beyond their date 
of maturity. b At all events, although they represent at the last 
analysis, a debt of the estate in the hands of the court, rather 
than a debt of the court itself, the judge having jurisdiction 
ordinarily will not permit the reorganized railway corporation 
to assume the management of the property until the receivers’ 
certificates are in some way provided for. 7 8 But this frequently 
involves the refunding of the certificates into obligations of the 
reorganized company, rather than the actual payment. Owing 
to the short maturity of receivers’ certificates and their anoma¬ 
lous nature, they are not favorably regarded by investors in 
general. 

In certain cases the receivers’ certificates are secured by the 
pledge of specific property. Thus in the Chicago Union Trac¬ 
tion Company receivership (predecessor of the Chicago Rail¬ 
ways Company which itself went into receivership in 1926) the 


b Ripley remarks that in a railroad reorganization “owners of receivers’ 
certificates occupy an impregnable position/’ 6 This is true theoretically, but 
the unfortunate Atlanta, Birmingham and Atlantic, and the Pittsburgh, Shaw- 
mut and Northern cases show how little in financial structures is impregnable. 

An investigation of railroad and traction reorganizations from 1910 to 
1925 was undertaken to ascertain the relative frequency with which, in a 
random selection of large well known reorganizations, receivers’ certificates 
were not paid in full at maturity. The results were surprising.® The statis¬ 
tics cover both separate receiverships, and separate issues of certificates, in¬ 
cluding several for a single receivership. From 1925 to the business reversal 
of 1930 (which is referred to under another note) there were few* important 
receiverships. 

Railroad 

Receiverships Traction 

Considered Receiverships 


T otals: 

Number of Roads. 
Number of Issues 
Amounts . 


17 


$6 


43 

a, 1 00,000 


7 

8 

$25,700,000 


Certificates Paid in Full at Time of Maturity : 


Number of Issues. 20 

Amounts in Dollars. $30,210,000 

Percentage of Number. 46% 

Number Defaulted or Delayed in Payment: 

Number of Issues. 23 

Amount in Dollars. $31,900,000 

Percentage of Dollars. 54% 


$ 5.500,000 

5095, 


4 

0,200,000 
80 <76 


G Ripley, W. Z.. Railroads, Finance and Organization, 389 (1915). 

• Hale, E. P., Receivers* Certificates, Harvard Graduate School of Business Adminis¬ 
tration (1926). 

7 See especially Swan v. Clark, 110 U. S. 602. 
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court authorized one issue of certificates the proceeds of which 
were to be used for building cars which should form the specific 
security for the certificates. The order provided that each car 
should bear a plate stating- that the car was hypothecated as 
security for the particular issue of certificates. Another issue 
was created to refund maturing bonds which neither the corpo¬ 
ration nor the receiver could pay, and these were specifically 
secured by the deposit of the matured unpaid bonds, thus retain¬ 
ing the original security of bonds. Other certificates were 

issued secured by specific pledge of certain receipts-much as 

bonds of governments of weak financial credit are secured by 
the pledge of custom revenues. 

Generally, receivers' certificates of large railroads, local 
utilities and unimportant industrial corporations are ultimately 
paid off with money at the time the court releases its control 
over the property against which the certificates are issued, so 
that the holders are not asked to participate in the succeeding 
reorganization. In rare cases efforts are made to force them to 
take new securities. In the reorganization of traction com¬ 
panies, the refunding of receivers’ certificates into new securi¬ 
ties has been common, and these new securities have usually 
involved a partial loss and sometimes a total loss to investors. 
There have been cases in which receivers’ certificates have been 
assessed. In order to prevent railroad receiverships, incident 
to the 1930 recession of business, the Reconstruction Finance 
Corporation appeared on the scene to bolster up the credit of 
distressed railroads. Accordingly a large part of the receivers’ 
certificates issued in 1931, 1932, and 1933 were acquired by the 
Reconstruction Finance Corporation. 0 


c The following list includes all the important issues of receivers* certifi¬ 
cates of railroads outstanding January 1, 1933. Those marked with an* 

originated in 1932. It will be observed that seven out of the ten issues origi¬ 
nating in 19 32 were taken over by the Reconstruction Pinance Corporation. 
The others not taken over represented, in the aggregate, only a million dollars, 
whereas the seven taken over aggregated over 14 billions. 


Railroad 

# Ann Arbor R. R. Co. 

•Alton R. R. Co. 

•Florida & Fast Coast Ry. . 

Fort Smith & Western Ry, 
•Gainesville Midland Ry. - . - 


Held by R.F.C. Held by Public 
$ 634,757 $ 

1,500,000 

918,375 a 50,000 

140,000 
25,000 
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Assumed Bonds.-Aside from the receivers* certificates 

which imply a kind of quasi-public credit, the strongest kind of 
“general credit” bonds are those issued directly by a small sub¬ 
sidiary corporation, all the assets of which are merged in the 
property of a larger corporation which has assumed the control 
and actual operation of the small subsidiary. Such bonds are 
said to be assumed by the larger corporation. At the time of 
the merger the larger corporation may formally agree to be 
responsible for the subsidiary bonds, exactly as if they repre¬ 
sented its own obligations. Yet this is not necessary. If the 
purchasing corporation acquires the physical property of the 
smaller corporation, which passes out of legal existence, then 
the purchasing corporation automatically assumes the responsi¬ 
bility for the bonds of the previously existing smaller corpora¬ 
tion. d Assumed bonds are, in effect, a double obligation secured, 
first by a direct lien on specific property or property rights, and 
secondly by the specific or implied pledge of the general credit 
of the corporation which has acquired the property covered by 
the direct lien.® 


Minneapolis & St. Louis R. R. 

•Georgia & Florida R. R. 

Missouri & North Arkansas Ry.. . . 

^Mobile & Ohio R. R. Co. 

*Ohio & Kentucky Ry. Co. 

Pittsburgh, Shawmut & Northern R. R 

Savannah & Atlantic Ry. Co. 

Seaboard Air Line... 

* Seaboard-All Florida Ry.... 

* W abash Ry. Co. 

■*Salt Lake & Utah R. R. Co. 

California & Oregon Coast R. R....... 

Tallulah Fall Ry. Co. 

Wichita Northwestern Ry. Co.- . . 


1 , 300,000 

600,000 

700,000 

1 , 070,599 

655,066 

1,709,7 IS 

500,000 
x 5,038,000 
309,000 

9,150,000 

300,000 300,000 

35,000 
I 0,000 

47,000 


Totals. $14,1.28,797 $20,853,715 

•Issues originated during 1932, or extended in that 

period. $14,128,797 $ 884,000 

a This premise in finance is based on the well-known principle of corpora¬ 
tion law that one party cannot acquire and use for its own purposes the assets 
of a corporation without, at the same time, assuming responsibility for lia¬ 
bilities to third parties existing against these assets. 

* 'Writers on corporation finance differ as to whether the term ‘‘assumed 
bonds” refers to a broad class of “issues the liability for the interest and 
principal of which has been assumed by a concern other than the original 
obligor/’ 8 or to a more restricted class. Under the latter understanding an 
assumed bond has been defined as “strictly an obligation of a subsidiary 
corporation whose stock or property has been acquired and is possessed by 
the main company.” 9 

* Sakolski, A. M., Principles of Investment, 75 (1925). 

* Wood, W. A., Modern Business Corporations, 127. 
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Assumed bonds are exceedingly common in the field of rail¬ 
roads, although they are by no means exceptional in other fields. 
There is probably no railroad system of any considerable size 
which has not a variety of assumed bonds each one of which 
has had a different origin, a relic of some long-forgotten epi¬ 
sode in the railroad’s history. Generally these assumed bonds 
arise through reorganization or consolidation and are gradually 
paid off, refunded or absorbed into large corporate bond issues 
through further consolidation and reorganization. 

A careful statistical study 10 of all the assumed bonds of our 
American railroads that matured after January I, 1923, showed 
394 issues of a principal amount in excess of $100,000. A cor¬ 
responding study 11 comprising the issues outstanding in 1932 
showed the difference in number of issues outstanding on the 
two dates for ten of the larger railroads, as follows : 

1923 1932 


Atlantic Coast Line. 15 13 

Chicago & Northwestern. 7 12 

Erie . 11 6 

Louisville & Nashville. 10 15 

Missouri Pacific . 70 10 

New York: Central. 35 20 

New York, New Haven & Hartford. 29 18 

Pennsylvania . 45 16 

Seaboard Air Line,*. 13 12 

Wabash . 10 9 


The decrease in number during the intervening ten years was 
due partly to maturities paid off, partly to receiverships, and 
partly to merging of the little railroads in the systems and the 
refunding of their bonds into one of the overlying bond issues 
of the system. 12 The Erie Railroad, for example, as we know 
it today, has been through three comprehensive reorganizations, 
yet there remain in existence and outstanding in the hands of 
the public some of the original first mortgage bonds, issued by 
the first road in 1847. At each succeeding reorganization these 
bonds have been assumed by the new corporation that was cre¬ 
ated to acquire the property of the old. When an ancient, 
previously reorganized road fails a second time, the receivers 

10 Holmes, M. L., Assumed Bonds, Harvard Graduate School of Business Administra¬ 
tion (1923). 

11 Donham, Philip, ibid . 

13 Attention is also directed to the exhaustive study of Brink, L. H., page 303 hereafter. 
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are usually very careful to continue the interest on the old 
assumed bonds inherited from the previous reorganization, as 
these are quite likely to be specifically secured on the oldest and 
probably most valuable part of the system. 

This is true of the New York and Erie First IVIortgage 4^ 
Bonds issued in 1847, alluded to above. They cover the main 
stem of the Erie road from Piedmont to Dunkirk. The security 
of this kind of assumed bonds is illustrated by some of the 
reorganizations of the larger systems since 1900. During the 
receivership of the Missouri Pacific Railway, the old Pacific 
Railroad of Missouri First Mortgage 4 Jo Bonds, issued in 
1868, and covering the central trunk of the system, were sold 
at an average of 93, or on a less than 4 basis. The Wheel¬ 

ing and Lake Erie Railroad passed into the hands of receivers 
June, 1908, and remained bankrupt for over eight years. The 
Railroad was incorporated in 1899 as a result of the reorgani¬ 
zation of the Wheeling and Lake Erie Railway. But during 
all the receivership the interest on the old Wheeling and Lake 
Erie Railway First Mortgage 5 %> Bonds, which were assumed 
by the Railroad in 1899, was regularly paid. Except for the 
months following the opening of the European War these bonds 
were quoted above par. A similar situation existed for the old 
assumed 6bonds of the St. Louis and San Francisco Rail¬ 
way. Their interest was paid uninterruptedly and at the begin¬ 
ning of 1916, they sold for 1 10%, although the Railroad which 
assumed them at the reorganization of the Railway in 1896 had 
been in the hands of receivers since May, 1913. Similar illus¬ 
trations may be drawn from the assumed bonds of the Rock 
Island, the Missouri Pacific, and Missouri, Kansas and Texas 
railroads, all in the hands of receivers during the early part of 
the European War. 

More usual even than bonds assumed under reorganization 
are those assumed through consolidation.* A small main line 

* It should not be understood from these paragraphs that assumed bonds 
are restricted to the field of railroad finance. While such a predominating 
number of existent assumed bonds cover railroad property that it is usual 
to confine discussions of assumed bonds to the railroad field, still they exist 
elsewhere, especially in the traction field where their historical significance 
is similar to that of railroad assumed bonds. Thus the Lorain and Cleveland 
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railroad property with one or more issues of mortgage bonds 
on its line, is acquired by a larger railroad system. These bonds 
may be called and paid off by the larger corporation, but more 
frequently they are not callable and, when it is known that the 
road is seeking to buy in the bonds, the holders will ask a pro¬ 
hibitive price. It is therefore more economical to allow them 
to run to maturity. Such bonds therefore remain secured, not 
only by the original property, but also by the general credit of 
the large corporation. In some cases, these assumed bonds bear 
on their faces the obligation both of the original small corpora¬ 
tion and of the large corporation as well. In other cases, they 
appear at first sight to be merely the obligation of the original 
small corporation and it is only through an examination of the 
subsequent history that one learns that the bond issue of some 
insignificant stretch of line with an unfamiliar name has been 
assumed by a large railroad and is an investment security of 
unquestioned merit. Very often the little road ceases to exist 
as a separate corporate entity and all that remains as a reminder 
of its one time existence is the outstanding bond issue. A study 
of 394 assumed bonds of American railroads showed that the 
vast majority are bonds of corporations which have ceased to 
exist as legal entities. 13 

The old underlying bonds of the Atlantic Coast Line furnish 
an illustration. This is one of the few large systems which 
has grown steadily without receivership or reorganization. 
As a result there were in July, 1933, twelve small issues of 
assumed bonds, of which $3,000,000 is the largest ; one of but 
$100,000. The little Richmond and Petersburg Railroad, 26 
miles long, was the nucleus from which the whole system grew, 
and there still remains a little issue of $300,000 on this stem, a 
relic of the remote past. 

Investment Yield of Assumed Bonds -The relative invest¬ 

ment merit of assumed bonds, particularly those of railroads. 

Railway First 5s of 1927 were assumed by the Lake Shore Electric Railway 
Company and the Augusta-Aiken Railway and Electric Corporation. In the 
industrial field the Sen-Sen Chiclet Company 1st 6s of 1920 were assumed by 
the American Chicle Company and the Pennsylvania-Maryland Steel Com¬ 
pany 1st 5s of 1937 were assumed by the Bethlehem Steel Company. 

u Holmes, op. cit. 



UNSECURED OBLIGATIONS OF CORPORATION 1287 

is a question about which there is considerable uncertainty. 
As they represent a kind of dual security their value as invest- 
nients is the resultant of the security of their original lien on 
the property of the little road and that of the implied warranty 
of the large road which has assumed them. They are a lien on 
property covered by the original mortgage and backed by the 
general credit of the assuming corporation. The latter is shared 
by other bond issues. The simplest method of ascertaining the 
ostensible investment value of this dual security is to compare 
the yield of the small assumed bond issue with that of the great 
overlying first mortgage bonds of the whole system. This 
comparison is complicated by the fact that the property covered 
by the assumed bonds varies in importance for the system as a 

whole-that is, some of the assumed bonds cover sections of 

important main line trackage, others only unimportant branch 
lines. g The investment significance of the implied warranty 
of the main line assumed bonds is exactly the same as that of 
the branch line assumed bonds, but the investment value of the 
underlying lien on the specific trackage is very different indeed. 

Two exhaustive studies were undertaken to compare as¬ 
sumed bonds with the overlying first mortgage bonds covering 
the whole system. 15 Only those assumed bonds were used in 
the comparison which clearly underlay large general first mort¬ 
gage issues, so that a fair comparison could be made. One 
hundred and fifty assumed bonds were available under this con¬ 
dition for the study made in 1923 and they were included 
within the financial structure of 28 railroads. The study was 
later extended to 1929 by the addition of 25 bonds added in the 
period 1923—1928. The list embraced roads with weak as well 
as strong general credit and the roads were distributed all over 
the country. In addition to a comparison of the average yield 
for assumed bonds and general first mortgage bonds on the 
same system, an attempt was made to differentiate between 

* Holmes found that 81% of all the assumed bonds on American railroads 
covered main line trackage. 14 

14 Op' ext. 

1B Holmes, op . ext., and Jones, Spence, A Study of Assumed Bonds of American Rail¬ 
roads from 1922 through 1928, Harvard Graduate School of Business Administration 
(19^0). 
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main line and branch line assumed bonds. The debt per mile 
of line was also computed for each bond and compared so as 
to determine whether or not the apparent security affected the 
relative yield. 

As a result of the study it was found that, in general, the 
assumed bonds gave a higher yield to the investor than the great 
general first mortgage junior to the assumed bonds. This was 
true notwithstanding the fact that debt per mile of line was 
lower for the assumed bonds than for the general first mortgage 
bonds. 11 This conclusion was justified by the later study cover¬ 
ing the period down to 1929. A summary of this investigation 
states : 

“The yields of one hundred and fifteen assumed bonds se¬ 
lected for the study were compared with those of the corre- 

b The following table of Holmes 10 expresses the whole relationship. 

Comparison ok Assumed with Overlying Issues 
Assumed—Main Line 

No. of Issues of 
Assumed Bonds 


Assumed bonds having higher yield than general overlying bonds: 

Amount per mile higher for assumed bonds. 35 

Amount per mile lower for assumed bonds. 4.1 

Amount per mile ec^ual. 4 

No comparison possible. 1 

Total higher yield. 71 

Assumed bonds having lower yield than general overlying bonds: 

Amount per mile higher for assumed bonds. 20 

Amount per mile lower for assumed bonds. 26 

Total lower yield. 46 

Equal Yi eld : 

Amount per mile higher. * 

Amount per mile lower. 4 

Total equal yield. 5 

Total Assumed—Main Line. 123 

Assumed-Branch 

Assumed bonds having higher yield than general overlying bonds: 

Amount per mile higher. 8 

Amount per mile lower. 17 

Total higher yield. 25 

Assumed bonds having lower yield than general overlying bonds: 

Amount per mile higher. 3 

Amount per mile lower. o 

Total lower yield. 3 

Total Assumed—Branch. 28 

Total Assumed. 150 

ia Op. cit. 
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sponding overlying bonds for January, February and March. 
1929, respectively and an average percentage for the three 
months computed. It was found that 63of the assumed 
bonds had higher yields than the corresponding overlying issues ; 
28% had lower yields, and 9had yields exactly equal to over- 
lying bonds. These figures give some indication that the greater 
value of the underlying security of the assumed bonds is not 
reflected in their investment status in that the majority of them 
are quoted at lower prices and consequently higher yields than 
the less favorably secured overlying bonds.” 17 Clearly the in¬ 
vestment appraisal of assumed bonds is lower than it should be 
in the light of the position of the general well-known issues. 1 
Or from another point of view, investors give an undue weight 
to the familiar and readily marketable securities, in their selec¬ 
tion of high-grade railroad bonds. J 

Industrial Assumed Bonds. -Much that has been said thus 

far concerning assumed bonds seems to have been confined to 
the field of railroad finance. Railroad assumed bonds greatly 
exceed in number the issues of assumed bonds in other fields. 
They seldom if ever occur among local public utilities, as the 

1 Careful statistical studies would warrant an even stronger statement. 
There is no evidence to indicate that the average yield on assumed bonds is 
any lower than the corresponding yield on mere divisional issues. Compari¬ 
sons are difficult because it is hard to establish parallel cases. As a whole, 
investors are ignorant of the implications of the act of assumption and place 
no additional value upon it ; and this is quite as true of the period 19-23 to 1928 
as in the years after 1928- 

J As a result of his own study, and that of Holmes, 1 * Jones summarizes 
the investment situation of assumed bonds as follows : x ® 

“1. The majority of the assumed bonds are secured on parts of main lines 
exclusively or on combinations of main line and branch mileage with main line 
mileage predominating in most cases of the latter sort. 

“2. The majority of assumed bonds secured on main line mileage sell on a 
higher yield basis than the senior overlying issues of the assuming roads. It 
is true that the percentage selling on a higher yield basis is considerably 
smaller in the case of main line assumed bonds than in the case of those 
secured on branch mileage, but the fact remains that the majority of the 
former appear not to be selling on as low a comparative yield basis as their 
actual security seems in general to justify. 

“3. The act of assumption has little effect on price in most cases. 

“4. Prices of main line assumed bonds show smaller percentages of changes 
over a period of time than prices of corresponding underlying issues/' 

17 Tones, op. cit. 

18 Ibid. 

19 Jones, ibid . 
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holding company in acquiring its operating subsidiary does not 
alter its organization or financial structure. Among industrial 
corporations the assumed bond occurs more frequently. It is 
especially important in large industrial consolidations where one 
of the units has been in existence for some time, and it is de¬ 
sired to merge the physical property of the units into a single 
operating corporation. To accomplish this and to acquire a title 
to the physical property of the smaller operating unit, it is neces¬ 
sary for the merging corporation to assume any outstanding 
bonds. Sometimes, also, it has become wise and expedient to 
rearrange entirely the ownership within the breadth of a great 
industrial holding company. If this is done, it may become 
necessary to assume the outstanding bonds of another unit. 
Such a r earr angement took place in the following instance. 

The old International Paper Company was organized in the 
early part of 1898 primarily as a newsprint paper “trust.” It 
was only partially successful. Cheap electric power is a neces¬ 
sary and important element in the cost of the manufacture of 
newsprint paper. In the development of its water power sites 
the company went into the business of merchandising electric¬ 
ity, at first quite incidentally to its paper business. Gradually 
the power business^ gained the ascendancy over the paper busi¬ 
ness. In 1928, the International Paper and Power Company 
was organized as a Massachusetts trust association 20 to hold 
both the paper and the electric power properties. In 193:2 all 
the power properties were segregated under one subholding 
company while the paper components of the organization were 
segregated within the corporate structure of the old Interna¬ 
tional Paper Company. In effecting this division the Inter¬ 
national Hydro-Electric Corporation, the power component of 
the organization, acquired very important water power develop¬ 
ments owned by the International Paper Company. The Inter¬ 
national Paper Company had outstanding $16,500,000 First 
Mortgage 5s of 1947 the lien of which covered the entire real 
estate, power sites as well as paper mills. In the process of 
acquiring its ownership of these water power developments, 

30 See Chapter 4, note p. 
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subject obviously to the prior lien of the Paper Company’s 
mortgage bonds, the International Hydro-Electric Corporation 
assumed the International Paper Company’s bonds. 

Guaranteed Bonds -Guaranteed bonds are distinctly dif¬ 

ferent from assumed bonds. They rest on an explicit double 
obligation, that of the issuing corporation and that of the guar¬ 
anteeing corporation. This guarantee may arise as a direct 
contract obligation of the guarantor, and be endorsed as such 
on the bond itself. k This is the common form. 1 Or it may 
arise indirectly through some indirect or supplemental contract, 
no evidence of which appears on the face of the bond. The 
contract may perhaps be mentioned only incidentally in the 
mortgage or deed of trust under which the bonds were issued. 
The commonest form of such indirect guarantee is that of the 
lease. m A large corporation enters into a contract of lease with 
a smaller corporation, agreeing to pay to the latter a certain 
sum of money each year for a definite period of time. This 
sum may be just equal to the interest on the bonds and the neces¬ 
sary corporate taxes and expenses of the smaller corporation,* 1 

* For example, the guarantee by the Southern Pacific Company of the 
bonds of the Houston, East and West Texas Railway, a typical form, reads 
as follows : “For value received, the Southern Pacific Company hereby guar¬ 
antees unconditionally the punctual payment of the principal and interest at 
the time and in the manner therein specified.” Other reference to this case 
see Chapter 6, note t. 

1 In a study of 179 miscellaneous guaranteed bonds, as of December 1925, 
Volkeming 21 found that of 114 railway bonds 66, or about 60%, bore the 
endorsement of the guarantor. In a recent study of 138 guaranteed railway 
bonds outstanding between 1930 and 1933, there were found 77, or about 55^, 
which bore the endorsement of the guarantor. 32 Again attention is called to 
the comprehensive study of Brink, L. H., page 303. 

m Volkeming 23 found that 10 of his list of 114 guaranteed railroad bonds 
were guaranteed through the terms of a lease, although the bond itself bore 
no specific pledge. This amounted to about 9of the issues. A recent 
study 24 comprising 138 issues, disclosed 11 examples without specific pledge, 
approximately the same proportion. 

“ A good illustration of such a case was that of the bonds of the Georgia 
Midland Railway, a road leased by the Southern Railway. It Had outstand¬ 
ing Pirst Mortgage 3% Bonds. All its stock was owned by the Southern 
Railway. The latter had leased the Georgia Midland for $52,000 a year, 

81 Volkeming, R., Guaranteed Bonds, Harvard Graduate School of Business Adminis¬ 
tration C 1026). 

M Donnam, Philip, ibid . (1933). 

** Op. cit. 

** Donham, Philip, op. cit. 0933 ). See also the study of Brink, page 303. note ff. 
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or it may represent a sum sufficient to pay interest on the sub¬ 
sidiary company’s bonds and something on its stock. 0 The 

guarantee may be of both interest and principal-the commonest 

form p -or interest alone, q or of principal only. This latter is 

rare, but cases exist. r There are instances also of personally 
guaranteed bonds. These are fortunately rare as they are, at 
best, a makeshift. Sometimes they arise through the efforts of 
one man or group to sell bonds on an undeveloped and as yet 
unproductive piece of property. Sometimes the guarantee is 
regarded merely as a temporary expedient until the property 
becomes productive, as in the case of the Huntington Land and 
Improvement Company. 

Distribution of Guaranteed Bonds. -Guaranteed bonds 

arose in railroad finance and are still most frequently to be 
found in this field, constituting perhaps a little less than a third 
of total outstanding issues. Guaranteed bonds occur seldom 
in the financial structure of industrial corporations, and very 
rarely in those of public utilities. In the period from 1923 to 

which sum was just sufficient to pay the interest on its bonds and leave $2,500 
for its corporate expenses. To show the indirect character of this guarantee 
it is noticeable that no mention whatever was made in the bond itself of the 
obligation of the Southern Railway, and only once in the Deed of Trust itself 
was the existence of tlTe lease mentioned, and then only incidentally. 

0 Thus in the lease of the Beech Creek: branch of the New York Central 
and Hudson River Railroad the latter not only guaranteed 4interest on the 
first mortgage bonds, and 5% interest on the second mortgage bonds, but also 
4 *76 dividends on the outstanding stock. 

p Of the 114 guaranteed railroad issues studied by Volkeming 2R 96, or 86^?, 
were guaranteed as to principal and interest and 18, or 15%, as to interest 
only. In the recent study of Donham 20 of 138 guaranteed railroad bonds 
outstanding between 1930 and 1933 there were 123 issues, 89^?, guaranteed 
principal and interest, and 15, or 11%, which were guaranteed as to interest 
only. 

q The Southern Pacific Company guarantees the interest only on the 
Houston and Texas Central Railroad 5s of 1937. 

T The writer has been told of a case of a coal company bond with principal 
guaranteed by a well-known trust company in New England. The enterprise 
was of the most speculative character. As a matter of fact 40% of all the 
sums received by the promoters in the sale of their bonds was handed over to 
the trust company. This amount compounded at equaled exactly the 

principal of the bonds at the date of their maturity. Chamberlain* 7 cites a case 
of similar purport in which a national bank acted as guarantor. 

3,5 Op. dt. 

36 C>p. ext. 

37 Chamberlain and Edwards, Principles of Bond Investment, 85 (1927). 
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1929 they appeared with increasing frequency among the for¬ 
eign bond issues listed on the American exchanges. Some 
form of guarantee was especially common among the weaker 
private foreign bonds sold in this country from 1926 to 1929. 8 
Altogether, of a promiscuous selection of nearly a thousand 
bond issues, covering the railroad, public utility, industrial, and 
foreign issues, about a fifth contained the covenant of guaran¬ 
tee. This comparatively high proportion was explained by the 
fact that railroad issues comprised nearly half the cases studied . t 

Two Factors in Value. -The relative importance of the 

guarantee which is attached to the guaranteed bonds varies 


Listed Guaranteed Foreign Bonds 28 


No. examined .. 

No. carrying guarantee.. 

Guaranty by endorsement. 

Unspecified guarantee . 

Guaranteed as to principal and interest. . . 
Guaranteed as to principal, interest, and 
fund .. 


Before 

After 


Dec., 1925 

Dec., 1925 

Total 

1 04 

98 

202 

9 

U 

33 

4 

8 

x 2 

5 

6 

1 1 

4 

4 

8 

* 4 

9 

*3 


* Study by T. Foster comprised a random selection of 948 bond issues 
covering the period down to the break: in stock market values of October, 
1929. The following table summarizes the conclusions. 
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bond 
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(listed 
Ameri¬ 
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Total issues 
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86 

504 

1 03 

139 
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948 

Number with guarantee 

covenant. 1 1 3 

40 

153 

5 

1 1 

23 

192 

Percentage 
teed issues 

of guaran- 

46 

30 

5 

8 
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A study of 422 railroad equipment bonds outstanding January, 1933, showed 
64% to be guaranteed by the carriers. 2 ® Owing to the great importance 
of railroad guaranteed bonds, this group of 1 13 railroad guaranteed bonds 
was brought up to January 1, 1933, and carefully analyzed as to the conditions 
of guarantee. The results were as follows : 


Total Guaranteed Bonds Studied. . . . . . 
Bonds Bearing Specific Endorsement. . 
Guaranteed by Terms of Lease Only . . 
Unspecified as to Type of Guarantee. . 
Guarantee as to Principal and Interest 
Guarantee as to Interest Only. 


1929 

1930 

*931 

193a 

Totals 

1 13 

as 

*38 

62 

*5 

77 

8 

3 

X X 

43 

7 

50 

1 00 

*3 

**3 

13 

2 

*5 


( 


Foster, T., 

* 93 o). 

88 Chapter 9, 


Guaranteed Bonds, Harvard Graduate School of Business Administration 
page 3S«. 

















294 


CORPORATION SECURITIES 


according to the individual circumstances. In the end, whether 
we center attention on the guaranteeing corporation or on the 
corporation whose bonds are guaranteed, the true value of the 
bond lies in the earning capacity of the physical property or the 
business goodwill of the issuing company." So that the value 
to be placed on a guaranteed bond may be dissolved into two 

distinct and separate elements-the value of the unguaranteed 

bond as evidenced by the separate and distinguishable earning 
power of the separate corporation, and the value attributable to 
the additional earning power implied in the unsecured promise 
of the guaranteeing corporation. Obviously if the separate 
corporation has an independent earning power, relative to its 
bond capitalization, equal to or greater than that of the guaran¬ 
teeing corporation, then the guarantee adds nothing. Some of 
the first mortgage bonds of the Houston, East and West Texas 
-a subsidiary of the Southern Pacific Company-are guaran¬ 
teed by the Southern Pacific Company. Some of the same issue 
are not. Yet the New York Stock Exchange prices of the 
guaranteed and unguaranteed bonds are practically the same. 
So great, in the minds of investors, is the independent earning 
capacity of the Houston, East and West Texas that the guaran¬ 
tee of the Southern Pacific adds nothing. 

Intrinsic Strength oe the Bonds Themselves. If this 
analysis is true, that the value of a guaranteed issue is made up 
of two independent variables, then we would expect to find that 

“ For a great many years it had been the practice of real estate companies, 
of title insurance companies and liability insurance companies to guarantee 
tke principal and the interest of real estate bonds. So long as the swing of 
the industrial cycle was upward and the value and income of business office 
buildings, apartment houses and other income producing real estate remained 
stable, there was no occasion for the investor to fall bach on the guaranteeing 
corporation. But in 1932 and 1933 the buildings themselves failed to meet 
the charges and investors found that the guarantee attached to the bond was 
worthless. As long as there was no occasion to need the guarantee, the inves¬ 
tor lived in the happy assurance that it had some substantial value. When 
there was a real need for it, that value proved empty. 

In August, 1933, there was a plan to endeavor to save from bankruptcy 
two large Maryland casualty insurance companies which had insured, guaran¬ 
teed, the bonds of a large number of real estate mortgage companies. The 
values of the mortgage companies' guaranteed bond had vanished with the 
catastrophic decline in real estate values, and the capital and surplus of the 
insurance companies were small, compared with the increasing volume of 
defaulted mortgages they were called upon to protect. 
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different values would be attached to different bonds with the 
same guarantee. In other words, there would be marked varia¬ 
tions among the market values of the guaranteed bonds of the 
same corporation, according to the varying earning capacities 
of the physical property specifically securing each separate issue. 
This is true. This principle is excellently illustrated by a variety 
of bonds of companies subsidiary to or closely allied with the 
lines of the Southern Pacific Company. The Southern Pacific 
Company is merely a holding company organized under the laws 
of Kentucky. It operates no railways, but it owns the stocks of 
all the lines constituting the Southern Pacific system of rail¬ 
ways, and it has profusely guaranteed a great variety of the 
bonds of these lines. Theoretically, at least, its own guarantee 
of one issue is quite as good as that of another; so that, from 
the investment point of view, these different bonds would be of 
equal value so far as the guarantee was concerned. Their dif¬ 
ference of value would arise from a difference in the intrinsic 
value of the property underlying each, quite independent of the 
Southern Pacific Company's guarantee. 

This difference is striking. Of the 19 issues having the full 
guarantee of the Southern Pacific Company/ no two sell on 
exactly the same investment basis. Such is the fundamental 
security of the Central Pacific Railway First Refunding Mort¬ 
gage 4s (i949) w that the guarantee of the Southern Pacific 
Company adds nothing substantial to its value. On the other 
hand, the First Mortgage 4s of the Los Angeles Pacific 1st 
Refund 4s 1950 would have little value without the guarantee 
of the parent road. In 1932 they declined to 3 7^0 of their 
quoted value. 

There may be, however, instances in which a holding or 
controlling corporation will maintain the interest or rental on an 
unprofitable subsidiary's bonds for strategic reasons. Three 
examples drawn from different industries show the strategic 
importance of many subsidiary companies which fail in them- 

T As of January I, 1933; subsidiary railroad bond issues 11, equipment 
trust issues 7, electric railway issue 1. 

w A first lien on the main line of the Southern Pacific system west from 
Ogden—subject only to $100,000 old Central Pacific railroad bonds. 
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selves to earn their interest charges, but whose bonds are rea¬ 
sonably secure. 

Railroads . The San Antonio and Aransas Pass Railway 
occupies a strategically important position with reference to the 
Southern Pacific Company’s Texas lines. Its First Mortgage 
4 tfo Bonds of 1943 are guaranteed principal and interest by the 
Southern Pacific Company. The San Antonio and Aransas 
Pass Railway itself has failed to earn the interest on its bonds 
during most of the time since its reorganization in the early 
1890^. In some years it barely paid the direct cost of opera¬ 
tion. In 1927, when the Interstate Commerce Commission 
permitted a closer unification of the Southern Pacific lines, there 
was due from the subsidiary to the parent company the sum of 
$9,200,000 for deficit representing the excess of interest paid 
on the guaranteed bonds above the earnings of the road. In 
addition, there was due nearly $5,000,000 in interest on these 
advances. Yet its strategic importance to the Southern Pacific 
Company’s lines is such that the guarantor company very wisely 
meets the bond interest deficit. 

Rziblic Service . The Westchester Lighting Company has a 
franchise for a part of the Borough of The Bronx and supplies 
gas and electricity north of New York City as far as Mount 
Kisco. During several years the company failed, according to 
its published accounts, to earn its fixed charges, although its 
territory was rapidly developing and it may become a very valu¬ 
able component of the Consolidated Gas Company. A large 
part of the bonds of the Westchester Lighting Company are 
guaranteed by the Consolidated Gas Company, and because of 
the strategic importance of the property to the larger corpora¬ 
tion the credit of these bonds is unquestioned. 

Inditstrial . The National Starch Company, although it has 
been a financial failure and has accumulated a large deficit, holds 
the title to exceedingly valuable trademarks, some of which have 
been in existence for over half a century. Its stock is owned, 
and the company is controlled, by the Corn Products Refining 
Company, which has guaranteed the principal and interest on its 
bonds. These bonds, in spite of the continued failure of the 
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National Starch Company, enjoy a high credit, based on the 
great importance of the trademarks to the controlling company. 

In spite of such instances, the rule holds good almost always 
that the strength of a guaranteed bond is no greater than that of 
the corporation issuing it and the earning capacity of the prop¬ 
erty directly covered by it. This principles applies with special 
force to the guarantees by a large public utility holding company 
of the bonds of its subsidiary operating companies. The 
chances are that the only assets of the holding company are the 
common stocks of the operating companies; except in the dilu¬ 
tion or distributions of possible losses such a guarantee adds 
nothing to the security of the subsidiary bonds, since the only 
value of this guarantee lies in the equity over and above these 
and similar bonds. 

Strength of Guaranteeing Corporation. Needless to 
say the guarantee by an industrial corporation, with a heavy 
debt on its own plant, of a bond of some subsidiary which could 
not exist without the orders from the parent company, hardly 
adds to the security of the subsidiary bonds. The true signifi¬ 
cance of the guarantee is clearly shown at the time of reorgani¬ 
zation. If the corporation making the guarantee fails, its 
receiver may refuse to carry out its previous contracts, among 
which are its various leases and guarantees. 1 If the guarantee 
is unprofitable he will refuse to abide by its terms, so that the 
final security, here as elsewhere, is the earning capacity of the 
property covered by the bonds. Nor does the larger corpora¬ 
tion have to fail to be able to repudiate its guarantee. It may 
simply notify the bondholders that it will be no longer respon- 

x It should be remembered, however, that the receiver has no power to 
repudiate a contract as between the original contracting parties. He merely, 
as receiver, refuses to be bound by it, or to carry out its terms in such a man¬ 
ner as to bind the trust estates in his hands. If the property is finally sold, 
legal damages resulting from the fact that the contract was not observed are 

a charge-like that of any unsecured judgment creditor—against the residue 

of the estate after the satisfaction of the secured creditors. But as this 
residue would probably be little or nothing, the legal remedy of the original 
contractor would have no value. The important point is that the receiver 
cannot be forced to specifically perform the contract if, in his opinion (ap¬ 
proved by the court), such performance is not in the best interest of the 
embarrassed estate in his hands. 
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sible. Although the bonds may thus become legally a direct 
liability of the guaranteeing corporation, the only result of 
attempting to enforce this liability would be to throw the corpo¬ 
ration into the hands of receivers when the guarantee would 
probably be ignored. Of course, so long as the property cov¬ 
ered by the bonds earns more than the charges, the guarantee 
will never be repudiated, even during receiverships. y 

The Case of the Western Pacific Bonds.-The remarkable 

case of the old Western Pacific Railroad bonds bears directly 
on the subject of the validity and strength of guarantees. In 
fact, of all instances of bond guarantees this case had, probably 
the most far-reaching consequences. 

The old Western Pacific Railway was incorporated in 1903 
to build the western extension of Gould’s trans-continental rail¬ 
road. Not only did the Denver and Rio Grande Railroad 
guarantee the interest and sinking fund on the Western Pacific 
Railway 1st 5s of 1933 but it also agreed to supply the addi¬ 
tional funds, to be represented by second mortgage bonds, 
sufficient to finish the road. But when finished it did not pay. 
Yet the Denver and Rio Grande continued to make up the deficit 
on the Western Pacific Company’s first mortgage bond interest 
until March 1, 19x5, when default was made on the Western 

Pacific bond interest the Denver and Rio Grande refusing 

longer to meet its obligations under the guarantee. Ultimately 
the Western Pacific Railway passed into the hands of receivers 
and was reorganized. 

In October, 1915, the Equitable Trust Company of New 
York, Trustee of the old Western Pacific bonds, brought a suit 
against the Denver and Rio Grande Railroad for damages 
resulting from the breach of the guarantee. It was expected 
by many students of finance that some technical defense would 
be successfully offered by the attorneys for the Denver road and 

7 During many receiverships there are guaranteed bonds, the interest on 
which is regularly paid, although the direct obligations of the failed corpo¬ 
ration are defaulted. This simply means that the property covered by the 
guaranteed bond is self-sustaining. In rare cases the interest is continued 
for strategic reasons, as was done by the receivers of the St. Louis and San 
Francisco on the guaranteed bonds of the Ozark and Cherokee Central. 
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there would come into the history of the subject the classic case 
of a great railway bond issue repudiated with impunity. It 
proved otherwise, however. 

The United States Court 80 quickly rendered a decision in 
favor of the guaranteed bonds, directing judgment for $38,- 
000,000. This was affirmed by the Circuit Court or Appeals. 31 
Five days later the Denver and Rio Grande had itself petitioned 
into a receiver’s hands. Ultimately, 32 in spite of the efforts 
and long struggles of the stockholders the equity in the Denver 
and Rio Grande Railroad, above its bonded debt, was sold for 
$5,000,000 for the benefit of the judgment secured by the 
Western Pacific bondholders. In other words, the guarantee 
of the Denver and Rio Grande was not successfully repudiated, 
and in an effort to repudiate it, the Denver and Rio Grande was 
forced into receivership, and whatever equity belonged to $90,- 
000,000 of stock was finally turned over to the holders of the 
guaranteed bonds.* 

* Three of the technical defences employed by the attorneys for the 
Denver and Rio Grande are of general interest. 

The Denver and Rio Grande Railroad contended that the guarantee was 
contingent on earnings, and ran to the old Western Pacific Railroad and not 
to the Equitable Trust Company, as Trustee of the bonds. To this the Court 
decided that “there was no contingency, tliere was nothing on which the pay¬ 
ment depended that did not depend on the Denver Company’s will/’ because 
of its control of the Pacific Company. It was therefore considered a direct 
liability to supply the deficit to or through the trustee for the Pacific Com¬ 
pany’s bonds. 

Next the Denver Company claimed that if there was a liability, it must 
be limited to the interest accruals before the foreclosure, 33 at which time the 
original Pacific Company was, in a sense, dead. The judge replied that 
receivership was within the contemplation of the parties, and caused in a 
sense by the action of the defendant, and hence could not be allowed. 

The Denver Company now claimed exemption on the basis of the original 
guaranty being an ultra vires act. The Judge’s opinion follows : “A corpo¬ 
ration may within the boundaries of legal action make any contracts for its 
corporate benefit upon proper consideration ; its agreement may be conditional 
as well as direct, and the lawful end to be obtained is usually the test of 
corporate power. ... It follows that we do not regard the liability imposed 
on the defendant as prohibited by statute.” 34 

•° United States District Court for the_Southern District of New York. Decision 

rendered May 17. 1917. See Equitable Trust Co. v. Denver and Rio Grande R., 950 

Fed. 337 ; also 240 TJ. S. 672. 

S1 January 4, 1918. 

82 November 20, 1920. _ 

M U. S. v. Union Pac. RR., 91 U. S. 72. 

In a previous case. State v. Hocking Valley, 31 Ohio Cir. 175. the court had 
decided that the guarantee of a railway of a coal company’s bond was ultra xnres, or 
beyond the corporate power of the railway. 
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Joint Bonds.-Closely associated with guaranteed bonds are 

joint bonds; in the case of these, the dual or plural character of 
the obligation consists merely or primarily of a joint guarantee. 
Joint bonds ordinarily may arise through the cooperative en¬ 
deavor of several corporations, particularly railroads, to build 
structures or branches of road that can be used jointly. Such 
undertakings include terminals in large cities, wharves, docks, 
bridges involving considerable cost, or connecting lines for the 
interchange of traffic. Quite generally these joint bonds are 
the direct obligation of some small local corporation, brought 
into existence for the very purpose of taking title to the property 
covered by the bonds. For example, a terminal joint bond is 
usually the direct obligation of a company created to own and 
operate certain terminal properties. The railroads divide up 
among themselves the stock and enter into contracts to use the 
facilities, paying for them in accordance with the proportion of 
space occupied or the number of trains or cars that leave the 
terminal. These rentals received from the operating roads are 
supposed to be at least equivalent to the interest on the terminal 
company’s bonds, although it is merely a matter of bookkeeping 
whether the bond interest comes from the railroads directly or 
comes indirectly through terminal charges. An excellent ex¬ 
ample of a terminal bond combining a variety of special features 
is that of the Boston Terminal Company which owns the “South 
Station.” These bonds are a direct obligation on one of the 
largest terminals in the country. In addition, the New York, 
New Haven and Hartford Railroad, with three of its subsidi¬ 
aries, and the Boston and Albany Railroad, a subsidiary of the 

** This division of stock among the controlling railroads and with it the 
division of control, leads sometimes to controversies. The stock of the New 
Orleans Terminal Company was owned in equal amounts by the Southern 
Railway and the St. Louis and San Francisco Railroad, the roads guarantee¬ 
ing the terminal company’s bonds, jointly and severally. Each road agreed 
to meet half the bond interest. For mutual protection the stock of the 
Terminal Company was lodged with a trust company under an agreement 
giving the two roads an equal voice in the management and providing that, 
in case either road defaulted on its share of the interest money, its half¬ 
interest should be delivered over to the other. The St. Louis and San 
Francisco Railroad defaulted and the receivers brought action to prevent the 
trust company from delivering its stock to the Southern Railway.** 

** i6j App. Div. (N. Y.) 301 (1914)* 
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New York Central, have agreed to make good any deficiency in 
the case of foreclosure of the bonds. This amounts to a guaran¬ 
tee by all these roads of the principal and interest. These bonds 
are tax exempt in Massachusetts, where all railroad bonds can 
be taxed by the local authorities. As a result of these features 
the Boston Terminal Company's 3 > 4 % bonds sold 011 a 3.85 ^/a 
basis when the general credit of the New Haven railroad was 
on a 5.80basis, and that of the Boston and Albany on a 
5.10% basis. Although this divergence is greater now than 
when the terminal bonds were issued, yet it indicates the econ¬ 
omy to the roads of paying for the terminal by the issue of such 
special bonds. One issue of terminal bonds is guaranteed by 
twelve different railroad corporations, including some of the 
strongest in the country. bb 

fridge bonds, similarly, are issued by separate corporations 
created by the roads using a bridge. Similar joint guarantees 
are extended to wharf and connecting line roads. 

A good illustration is offered by the bonds of the Paducah 
and Illinois Railroad Corporation. This little corporation was 
created for the purpose of building a connecting link between 
two great systems of railroads. This consisted of a steel 
double-track bridge across the Ohio River near Metropolis, 
Illinois. Over this link moves a great part of the interchange 
of traffic between the great Hill systems of the Northwest and 
the Atlantic Coast line systems of the Southeast. Before the 
building of the bridge this interchanged traffic was handled by 

bb Kansas City Terminal Railway Company’s bonds. Each of the twelve 
railroad corporations mentioned below unconditionally guarantees to pay 
one-twelfth of the principal and interest of these bonds. 

Atchison, Topeka & Santa Fe Rail- Chicago, Milwaukee & St. Paul Rail¬ 
way Co. way Co. 

Chicago & Alton Railroad Co. Chicago, Rock Island & Pacific Rail- 

Chicago, Burlington & Quincy Rail- way Co. 

road Co. Kansas City Southern Railway Co. 

Chicago Great Western Railroad Co. Missouri, Kansas & Texas Ry. Co. 
Missouri Pacific Railway Co. Union Pacific Railroad Co. 

St. Louis & San Francisco Railroad Wabash Railroad Co. 

Co. 

If any one of the railroads defaults on its share, the remaining companies 
have agreed to make good the deficiency, but will, at the same time, exclude 
the defaulting road from the use of the terminal. 
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a car ferry. All the stock of the Paducah and Illinois Railroad 
is owned by the Chicago, Burlington and Quincy Railroad and 
the Nashville, Chattanooga and St. Louis Railway. These 
roads agreed to use and pay for the facilities of the connecting 
bridge road. They also jointly and severally unconditionally 
guaranteed the principal, the interest, and the sinking fund pay¬ 
ment of the bonds. 

The first mortgage 4 ^ 9 ^ bonds of the New York Connect¬ 
ing Railroad Company are guaranteed principal and interest 
jointly and severally by the New York, New Haven and Hart¬ 
ford Railroad and by the Pennsylvania Railroad, which have 
built the road as a connection between the two roads across 
New York City. 

In the case of the joint guarantees of the securities of a 
“little corporation,” it should be remembered that, although the 
bonds may be a direct obligation of the terminal, bridge, or 
connecting railway company, it is the joint guarantee of the 
corporations actually using the property which constitutes the 
real security of the bonds. And although in some cases, dis¬ 
cussed at length before, the sale value of the actual tangible 
property may be a sufficient security for the bonds, such cases 
are rare. In almost all instances a joint terminal, bridge, or 
connecting railway company bond is based merely on the gen¬ 
eral credit of the guaranteeing corporations. If they should 
cease to use the bridge or connecting road, it would have prac¬ 
tically no value to any other corporation or for any other pur¬ 
pose. If the guaranteeing railroads should fail, their receivers 
could repudiate the contracts under which the terminals, bridges, 
or connections are used and the bondholders would have little 
income-producing property to fall back upon. The strength, 
therefore, of such issues lies theoretically in the multiplicity of 
guarantors and practically in the general credit or inherent 
financial strength of the strongest. It does not lie in the phys¬ 
ical property directly covered by the mortgage, although in form 
these joint bonds may be first mortgage, general mortgage, 
collateral trust, and even equipment bonds. For this reason, 
such bonds as a class are considered general credit bonds rather 
than bonds directly secured by property. 
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Assumed and Guaranteed Bonds in Railroad Expansion_ 

Even a casual survey of the entire subject of assumed and guar- ^ 
anteed bonds must make clear that both types of securities have 
arisen largely in railroad finance. Historically, this is true; 
and a present-day cross-section of American finance will show 
a greater number of these issues among railroad securities than 
among the securities of all other industries combined. cc The 
forms and conditions of issue likewise show the greatest variety 
and complexity among railroads. Accordingly, an exhaustive 
study 36 was undertaken in 1932 to ascertain the conditions of 

issue of all the underlying bond issues-excluding equipment 

obligations and bonds of allied corporations dd -of 50 railroad 

systems, with special reference not only to these types of securi¬ 
ties themselves, but also to the manner in which the parent or 
large corporation treated the subsidiary obligations during the 
process of consolidation. ee Many of these residuals of past 
railway finance are still held by investors, while in other cases 
the large operating company holds all the bonds in its treasury 
as if they were outstanding in the hands of the public. The 
securities were classified according to twelve groups of which 
those covering assumed and guaranteed bonds are of special 
interest at this point. Excluding joint guaranteed bonds which 
are chiefly those of terminal, dock, and bridge companies, it 
appears that guaranteed bonds slightly exceed in number as¬ 
sumed bonds, and that the two classes together comprise the 
majority of all underlying railway bonds at the present time." 

cc See statistics in note t for guaranteed bonds. Assumed bonds are 
infrequent in other industries. 

dd Such as those of a controlled traction company by the Southern Pacific 
Company. 

** The lines between parent and subsidiary were sometimes arbitrary. For 
example, the Long Island Railroad was considered a distinct system ; whereas 
the St. Louis Southwestern Railway was considered a subsidiary of the 
Southern Pacific, although the former guaranteed the bond issues of some of 
its own subsidiaries. The systems composing the Van Sweringen group were 
considered independent systems. 

** In brief, the following table shows the results. Summary statement of 
760 underlying bonds of fifty great railway systems. 

Assumed .- - 136 

Guaranteed ... 68 

_ Assu med by Another. 24 

** Brink, L. H., Treatment of Underlying Bonds in Railroad Expansion, Harvard 
Graduate School of Business Administration ( 1932 ). 
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Debentures -Aside from assumed and guaranteed bonds 

there is a large class of straight credit obligations unsecured 
by any direct or indirect pledge of property. They are called 


Guarantee under Lease. 112 

Guarantee by Another. 39 

Joint Guarantee . 20 

Direct Obligation . 61 

Direct Obligation of Another. 6a 

Bonds and Stocks Owned. 132 

Stocks Owned . -40 

Bonds Owned . 59 

Bonds and Stocks Jointly Owned. 7 


Total. 760 


Assumed: In this group Has been placed all bonds which have been as¬ 
sumed by the major system, whether such assumption arose through merger, 
consolidation, or acquisition of properties. 

Assumed by Another: In this classification, all bonds which have been as¬ 
sumed by a company other than the major company have been segregated. In 
practically every case, such assumer was a subsidiary of the major company. 

Guaranteed: Bond issues in this group include all those which have been 
guaranteed by endorsement by the major company. 

Guarantee under Lease: This group comprises all issues for which the 
principal and interest (and perhaps other charges) have been guaranteed, 
either expressly or impliedly, by the major company. 

Guarantee by Another: This classification includes bonds which have been 
guaranteed by a company other than the primary or major company, whether 
such guarantee arose by endorsement or under lease. The majority of the 
issues in this group are guaranteed by endorsement. In practically every case 
the guarantor was a subsidiary of the major company. 

Joint Guarantee: These issues are those which have been guaranteed, 
either by endorsement or through lease by two or more companies, one of 
which in practically ffVery case is the major company. The majority of the 
bonds in this group are terminal or bridge bonds, and are on the whole 
guaranteed by endorsement. 

Direct Obligation: An underlying divisional bond, the direct obligation of 
the major corporation. 

Direct Obligation of Another: This classification comprises bonds of 
component companies in a major system, which, during expansion, have been 
allowed to remain undisturbed, without any additional security being given to 
the issue by the combined company. It does not include bonds which have 
been purchased by the major company. 

j Bonds and Stocks Owtted : In this classification have been placed all issues 
which are substantially all owned by the major company or one of its sub¬ 
sidiaries. In the event that less than 10% of the outstanding bonds or stocks 
were owned by interests other than the above, the issue has nevertheless been 
placed in this category. 

Stocks Owned: This group is composed of instances in which the stocks 
of the combined companies are owned by the major company as above, al¬ 
though the bonds are outstanding. It does not include companies which have 
stock but which do not have any bonds outstanding. 

Bonds Owned: Bond issues in this group are owned either by the major 
company of by one of its subsidiaries, the stocks being held by other interests. 

Bonds and Stocks Jointly Owned: This title is used to indicate that two 
or more companies own a part of the stocks and (or) bonds of a company 
separately, the entire issues, however, being owned by railroad companies. 
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debentures. Such obligations are merely promises to pay a 
certain sum of money at a given time. Prior to 1899, most 
debenture bonds recited on their face the conditions, if any, 
under which they were issued and the specific covenants, if any, 
made by the corporation. This often necessitated lengthy 
bonds. Since the above date most debentures have been issued 
under an agreement or indenture, in which a trust company is 
mentioned which shall supervise the execution of the covenants. 
Under whatever form of legal instrument they may have been 
issued, however, they are, in effect, promissory notes resting 
solely on the general credit of the corporation. 

Many writers on corporation finance generally and on rail¬ 
road finance specifically emphasize the weakness from an in¬ 
vestment point of view of ordinary debenture bonds. The 
general ground for this alleged weakness lies in the fact that 
they have not, like mortgage bonds, the right of foreclosure. gsr 
One writer went even so far as to suggest that they are inferior 
to preferred stocks in so far as they have no voting power. 38 
This disparagement of debenture bonds seems ill considered. 
While it is perfectly true that there is no right of foreclosure, 
it is equally true that a default in the interest or principal of 
debenture bonds precipitates failure and receivership. It was 
the threatened default on interest of the Chicago, Rock Island 
and Pacific Railway Debenture 5s that resulted in a receivership 
and reorganization of this railway. Practically all the reor¬ 
ganization did, aside from securing new money, was to refund 
these debentures into preferred stock. Had the debentures no 
stronger lien on the corporation’s assets than preferred stock, 
it is certain that no receivership would have occurred. If the 
company passes into the guardianship of the court, through the 
appointment of an equity receiver, the right of foreclosure is a 
matter of more theoretical than practical importance. In the 
final reorganization, securities are given a preference according 

KK This disparagement is expressed by such quotations as this : “The simi¬ 
larity (of the debenture) to the income bond is close, in that the interest on 
the debentures is ‘payable if earned’ and not otherwise.” 37 

07 Ripley, W". Z., Railroads, Finance and Organization, 14a (1915). 

A much fairer account is that of Lyon, W. H., Capitalization, 38 (191a), and also 
■Mead, E. S., Corporation Finance, 306 (1515). 

“ Moody, Analysis of Railway Securities, 138 (1910). 
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to their relative priorities ; and the question whether a security 
does or does not possess a lien on specific property is of im¬ 
portance only so far as the physical property has independent 
earning power. 

The real weakness, from the investor’s point of view, of the 
debenture bond lies in the fact that the assets ostensibly securing 
it may be somehow drawn out from under its cover. To effect 
this act of financial legerdemain the aid of a subsidiary corpora¬ 
tion is usually invoked. Let us suppose, for example, a corpo¬ 
ration has outstanding debenture bonds issued under a debenture 
which specifically provides that none of the assets of the corpo¬ 
ration shall be mortgaged without securing, at the same time, 
the lien of the debentures. To render this wise provision of no 
value, the corporation brings into existence a subsidiary all the 

stock of which comes into its treasury-and is therefore subject 

to the lien of the debentures. So far the debenture holders 
would have no ground for complaint because their security 
would still be the original property, nor have they anything to 
complain of when the parent conveys to its subsidiary all the 
property the debenture holders relied upon, because they still 
have a prior lien on the stock of the subsidiary which holds 
intact in its treasury the original property. But now the direc¬ 
tors of the subsidiary, subservient pawns of the parent corpora¬ 
tion, proceed to create a mortgage on the subsidiary company’s 
property and to sell the bonds issued under it. Still, one might 
contend, the debenture holders have no ground for complaint 
because the subsidiary has the funds in its treasury received 
from the sale of its mortgage bonds, and the stock of the sub¬ 
sidiary is still the security of the debenture. But the explicit 
covenant has been broken. The debenture holders were prom¬ 
ised the security of specific property-that owned by the original 

corporation-they now have the equity of this property held 

through the veil of a subsidiary and also the money realized 
from the sale of the bonds which have been interpolated between 
the debentures and the property upon which their security origi¬ 
nally rested. But this is not all. The subservient directors of 
the subsidiary may now use the money realized from the sale 
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of their mortgage bonds for whatever purpose they choose. It 
may be lost in a venture not stated in the charter of the original 
corporation, it may be dissipated in the purchase of fixed assets 
which add nothing to the parent company's earning capacity, or 
it may be wasted through the declaration of dividends to the 
parent corporation which in its turn pays dividends to its own 
shareholders. In any event, the property of the corporation 
upon which the debenture holders originally relied has been put 
beyond recall, and the spirit, if not the letter, of their original 
covenant broken. 1111 

An investor is apt to attach an undue significance to the 
mere word "debenture," because he has been told that debenture 
bonds are bonds only in name. This is illustrated by the 
$1,500,000 Long Island Railroad 5 ^/o Debenture Bonds of 
1931. These were preceded only by three small issues of prior 
lien bonds issued before 1890. They were followed by four 
large issues of other bonds. The largest was guaranteed by 
the Pennsylvania Railroad, and aggregated over $54,000,000. 
Nevertheless, the word "debenture" in their title prejudiced 
investors against them, and their market price was not com¬ 
mensurate with their fundamental security. 

As a rule debenture bonds are of shorter life than first mort¬ 
gage bonds, because of the presumption that a corporation's 
future moral obligation to meet its debts cannot be predicted as 
certainly as the future value of its property. But it was shown 
in Chapter 7 that long-term mortgage bonds are little more than 

bb The legal barriers to this kind of procedure are not clear. Each of the 
steps outlined above is legal and cannot be complained of by the debenture 
holders. Even though inexpedient, the successive steps cannot be stopped by 
the debenture holders unless they can offer clear evidence, amounting to 
proof, that there is a specific breach of their covenant. 3 ® The whole course of 
action must be weighed in terms of constructive fraud and found by the court 
to be conclusively based on intent to defraud the debenture holders. 40 But, 
except in rare cases, no fraud could be proved; the directors had in mind only 
the use of a legal fiction to make their assets better available for further 
credit. And they could contend, with plausible sophistry, that whatever bene¬ 
fited the corporation through better facilities for credit, benefited the holders 
of the debentures. 

••Leading case. Young v. Haviland, 215 Mass, iao (1913). 

40 Briggs v. Spaulding, 141 U. S. 13a (1891). 
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debenture bonds owing to the insecurity of property values in a 
distant future. On the other hand, long-term debenture bonds 
have been used by some of the great public utility holding com¬ 
panies as a kind of superior preferred stock in which the holders 
have certain contractual rights not ordinarily belonging to pre¬ 
ferred stock, yet have no voting rights. 

Railroads have resorted to debenture bonds during periods 
of what might be called “waiting-time” financing, when it is 
inexpedient to sell long-term mortgage bonds because of pre¬ 
viously existing mortgages and temporarily poor credit, but 
when the market can absorb an obligation of longer maturity 
than the so-called short-term notes. This is well illustrated by 
the issue of the New York Central Railroad Debenture 6 s sold 
to stockholders in February, 1915. At that time the New York 
Central’s credit was at a low ebb. The year that had just closed 
showed less than 4^ earned on the stock, although 5 ^/o was 
paid by deferring the last quarterly dividend. It was the least 
encouraging year of the New York Central since 1895. Yet 
the company had a large floating debt of $131,000,000 due 
within the next ten months, incurred very largely by the Grand 
Central Terminal improvements. The road could have sold its 
Refunding and Improvement Mortgage Bonds of 2013, had it 
so chosen, but these were quoted on an interest basis of about 
5.3^. It could have continued the wasteful process of renew¬ 
ing its floating debt with the bankers, but the interest and re¬ 
newal commissions on this money then amounted to well over 
6 ^fc. Clearly its long-term mortgage bond credit was too poor 
for an issue of high-grade bonds, and it had to do something to 
encompass an unmanageable floating debt. It followed the 
middle course and issued $100,000,000 6^£> debenture bonds, 
due in 20 years. While this seemed expedient financial policy 
at the time, the date of maturity was unfortunate, for the near 
maturity of 1935 seriously hurt the road’s credit in 1932 when 
the earnings were running low. 

“Weakness or Markedly High Credit/*-Within the field 

of railroad finance debenture bonds are issued by both strong 
and weak roads. Generally speaking the road of strong credit 
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is apt to finance improvements by ordinary debenture bonds, 
while the weak road is more likely to use a general mortgage or 
a refunding mortgage bond, in order to give the appearance of 
mortgage security without its substance. On the other hand, 
the weak road may find it necessary to issue debentures to obtain 
money imperatively necessary at a time when its property has 
been so covered by liens that a specific pledge of property could 
add no security to the issue. 

Rough observations like this have led to the conclusion that 
railroad debentures “are signs either of financial weakness or of - 
markedly high credit/’ 41 but this generalization should not be 
applied too strictly. 42 Some railroad corporations have issued 
no bonds except debenture bonds. This is true of the English 
railways 11 and, until recently, of the more important roads in 
New England. All things considered, however, the generali¬ 
zation does indicate certain rough approximations. When the 
credit of a road is very weak, with a financial structure over¬ 
loaded with underlying bonds, the road finds it impossible to sell 
its mortgage lien bonds to conservative investors. By offering 
debentures at a considerable discount it attracts speculators who 

1 1 In England the practice is distinctly adverse to any form of mortgage 
and the debenture bonds of the English roads are but little different from 
what we would call first preferred stocks. Such debenture bonds are weak 
from the investor’s point of view owing to the fact that the corporation may 
increase its outstanding obligations almost without limit, as there is seldom 
any provision prohibiting further issues. With each new outpouring of 
debentures the market values of the old issues fall. This is illustrated, so 
far as this country is concerned, by the market history of the various deben¬ 
ture issues of the New York, New Haven and Hartford Railroad. The 
3^2% debentures were issued in 1897 ; they were quoted as high as 105 in 1902, 
a 3.31% basis. In 1901, 1902, 1904, 1905, 1906, and 1908 other issues of the 
New Haven debenture bonds were marketed—the last issue on over a 6% 
basis. The earlier issues had no greater security than the later issues, and 
the holders of the earlier issues were helpless to protect themselves in the face 
of the New Haven’s steadily declining credit. In 1921 they sold at 35. Dur¬ 
ing the depression year of 1932 the New Haven credit was among the very 
best railroad credits in the country. The New Haven was one of the four 
railway systems which, in the autumn of 1932, was earning its full interest 

charges. Nevertheless the older debentures-issue of 1904-declined to 34, 

quite as low as in 1921. Had the older debentures of the New Haven system 
been mortgage obligations, they would Have fallen in value, but not to the 
same extent. 

41 Ripley, W. Z., Railroads, Finance and Organization, 14a (1915). 

«The Dong Island Railroad Debentures of 1894, the Chicago, Rock Xsland and 
Pacific Railway Debentures of 191a and the Chesapeake and Ohio Railway Debentures of 
1910 were issued at times when the credit of the roads was unmistakably “mediocre.” 
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are led. to believe that it will be forced to protect its credit, even 
though the debenture bonds have no substantial security behind 
them. On the other hand, strong railroads are able to sell their 
debentures on a high investment basis and do not, therefore, 
feel compelled to offer investors the additional security of a 
mortgage lien. 

Debenture bonds seldom occur among operating public 
utility companies where the general attitude of the investor is 
to demand a direct lien on physical property. When existent 
in this industry they have been usually issued either by very 
strong corporations, such as the Consolidated Cas Company of 
New York or the Detroit Edison Company, or else pyramided 
holding corporations, such as the Associated Gas and Electric 
Company. In fact, there is, apparently, evidence to lead to the 
belief that the generalization quoted in the preceding paragraph 
is truer for public utility corporations than for railroads, prob¬ 
ably because the investing public is now less accustomed to public 
utility company debentures than to railroad debentures. The 
corporation of medium credit can afford, least of all, to run 
counter to investment prejudice. 

Industrial Debentures-The field in which debenture bonds 

are most frequently found, and the field most appropriate, per¬ 
haps, for their use is that of industrial corporations. The 
nature of the business explains this. A sound public utility, if 
conservatively financed, will show some earnings above oper¬ 
ating expenses except in the extreme depressions of the indus¬ 
trial cycle. This was obvious in 1931 and 1932. The fixed 
assets of a public utility constitute about all there is to its prop¬ 
erty. Consequently the holder of a mortgage bond issued by 
this type of corporation can feel that he has a lien on actual 

assets which-even, without current assets-can earn a net 

revenue during all stages of the industrial cycle. No bond that 
an industrial corporation can issue will give such a basis of 
security to an investor. No industrial corporation can promise 
to the investor a certainty of maintaining an irreducible min¬ 
imum of net earnings in times of depression. No amount or 
kind of fixed mortgagable assets of an industrial can give a basis 



UNSECURED OBLIGATIONS OF CORPORATION 311 

of security independent of current assets. Consequently, no 
industrial corporation can create a mortgage on its property 
which can give an investor a lien on assets which will show net 
earnings available for interest, independent of the stage of the 
industrial cycle, and independent of the correlative amount of 
current assets. Or, stating the same principle from another 
point of view, a public utility mortgage bond can be a bona fide 
lien on actual earning assets ; no industrial bond can be a lien 
on actual earning assets because the earnings of an industrial 
result not from the mere assets as such, but from a complex set 
of economic conditions determined by the vicissitudes of the 
industrial cycle and the managerial skill of very erratic and 
temperamental human beings. When the investor obtains what 
purports to be a mortgage of industrial assets, he has in reality 
merely a mortgage on a business. This is exactly the nature of 
a debenture bond. 

Industrial debenture bonds were issued infrequently down 
to the business recession of I920. 3j In fact, during the three 
years 1920 to 1922 there were sold to the public nearly three 
times the number of issues offered during the preceding ten 
years. This sudden increase in the number of industrial deben¬ 
ture bonds during a period of financial readjustment indicated, 
of course, one of the means resorted to in the effort to shift on 
to the shoulders of the public unwieldy burdens of floating 

debt.** But the fact that large issues could be marketed-14. 

separate issues were $25,000,000 or over-at a time of depres¬ 

sion and uncertainty, indicates that the investing public had 
suddenly accepted this form of financial security. 

JJ A study was made of industrial bonds issued in connection with the 
readjustment following the 1920—1921 business recession. 4 ® Taking indus¬ 
trial debenture issues of $500,000 or more, only 25 issues could be found in 
the entire decade from 1910 to 1919 inclusive. But in 1920 there were 12 
issues, in 1921, 25 issues, in 1922, 31 issues. Altogether no issues of 
industrial debentures of more than half a million dollars were issued during 
the period from 1910 to 1924. 

kk In the study referred to above 50 out of the 68 issues brought out 1920 
to 1922 were for the purpose, openly admitted, of funding current bank loans 
already incurred. 

tt Robinson, Charles, Industrial Corporation Debenture Bonds, Harvard Graduate 
School of Business Administration (1924). 
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In the issue of mortgage bonds on railroad and public utility 
properties little attention is given to the amount or the ratios of 
current assets, nor does the mortgage indenture ever contain 
clauses restricting or controlling the ratio between current assets 
and current liabilities. This, however, is not the case with 
industrial debentures. So important is the maintenance of ade¬ 
quate currents assets for an industrial corporation that indus¬ 
trial debentures could not be sold unless the investor had some 
assurance that the corporation had adequate current capital. 
This was particularly true in the period between 1920 and 1923 
when the lessons of the 1919—1920 recession were clearly before 
the public consciousness. With rare exceptions the debentures 
were issued by companies having no prior mortgage debt. 11 And 
even with this protection fully two thirds of the corporations 
issuing debentures had net current assets, independent of fixed 
assets, in excess of the outstanding debentures. In many in¬ 
stances the net current assets have been twice the debenture 
issues.™™ With such a financial statement, industrial debentures 
might be called long-time current liabilities, if one could use 
such a phrase, as they represent a security independent of the 
liquidation value of the fixed assets. 

Disadvantage^—Uncertain Security. -The great disadvan¬ 

tage of debenture bonds as a class is the uncertainty of security. 
This observation applies from the point of view of the corpora¬ 
tion as well as from that of the investor. It applies to the issues 
of all classes of corporations, public utility, railroad, and indus¬ 
trial. The very name implies this uncertainty and of itself 
militates against the standing of the bond. Many examples of 
this exist. As noted above (page 307) the Long Island Rail¬ 
road issued $1,500,000 5%> Debentures in 1894. It was spe¬ 
cifically mentioned in the agreement under which the bonds were 

11 Of the no issues referred to in the preceding study 89 had no prior 
mortgage debt. 

Referring again to the study of the industrial debentures : Of the 84 
separate corporations studied (89 issues without prior mortgage debt, but 5 
were duplications of the same corporation) just 63 had net current assets in 
excess of the debenture issues, and in 21 cases the par of the debentures 
exceeded the net current assets. In 31 out of the 84 cases the net current 
assets were over twice the par of the debenture issues. 
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issued, and on each bond itself, that should any mortgage be 
created subsequently these debentures would be specifically pro¬ 
vided for, that is, reorganized as a prior lien on the property. 
This was done by three successive mortgage bond issues. Yet, 
in spite of its remarkable position and basic security, the deben¬ 
ture bond never commanded a corresponding price. In matters 
of investment there is much in a name ! 

The uncertainties in connection with debenture bonds are 
fully realized. At the present time, therefore, except in corpo¬ 
rations of very strong credit, both bankers and investors insist 
on certain restrictions and safeguards. Sometimes it is pro¬ 
vided that no further debentures shall be issued. Most com¬ 
mon, however, is the provision that no mortgage may be created 
on the property without including the debentures. nn 

The Boston and Albany has no less than ten separate issues 
of debentures aggregating $32,000,000, all of which-accord¬ 
ing to an old Massachusetts state law, dating back to 1854- 

must be covered by a mortgage if the road ever sees fit to create 
one. In this manner the holders of the debentures are assured 
that no later issue of securities will cut in under their position 
and destroy the strength of their security. This provision is 
just. The purchaser of a debenture bond naturally judges the 
strength of the issue by the property and earning power which 
is unmortgaged. But if the corporation exercises the legal right 
to place new mortgages on the property unmortgaged at the 
time of the sale of the debenture, the strength of the issue may 
be undermined or perhaps destroyed, and the holders of the 
debentures be powerless to prevent it. The credit of the Boston 
and Maine Railroad was so high for years that it borrowed 
money on its mere promise to pay. But as the credit of the 
company declined, more and more of its assets were specifically 
mortgaged, so that the property upon which the earlier creditors 
based their trust was gradually withdrawn from their control. 

nn In the study of industrial debentures alluded to above, 74 of no issues, 
& 7 %> of industrial debentures contained a provision that the issuing corpora¬ 
tion could not under any circumstances issue prior lien mortgage bonds with¬ 
out including the debentures. Only 12 issues out of the no, barely io 9 £>, 
contained no provision restricting the issue of prior lien bonds. 
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Finally, after the last reorganization a blanket mortgage was 
placed on the property securing several separate issues. Pro¬ 
vision in this mortgage was made for the debentures remaining 
in the hands of the public. 

After the lessons of the abrupt reversal of business in 1920— 
1921 were borne home, a new protection in the form of restric¬ 
tions on open market borrowings was inserted in debenture 
bond contracts. Such means of protection had been ob¬ 
served before. For example, the debentures of the General 
Rubber Company were issued under a contract which provided 
that the company must maintain its net quick assets consisting 
of cash, accounts, and bills receivable and merchandise, at not 
less than 120% of the amount of the debentures outstanding; 
and furthermore, the company agreed not to place any mortgage 
upon its property without including all the debentures, nor to 
issue any obligations (except notes given in the regular course 
of business) which should not explicitly reserve for the deben¬ 
tures the prior right to receive payment. Such protective pro¬ 
visions are almost universal among industrial debenture issues. 
In extreme cases, the corporation is required to maintain quick 
assets equal to twice the liabilities, including the debentures. In 
this computation the inventories must be taken at cost or market 
value, whichever is the lower. Such restrictions undoubtedly 
protect the holders of the debenture bonds against losses due to 
deflated inventories, but they also restrict, possibly unduly, the 
borrowing power of the corporation. Perhaps one of the most 
important protective provisions, from the point of view of the 
investor, is the inclusion of a sinking fund provision, which has 
become well nigh universal among industrial debentures. 00 

Utility Molding Company Debentures. -Special care 

should be exercised by the investor in debenture bonds of public 

utility holding companies and in their short term notes-usually 

nothing more than short-period debentures-to ascertain his 

protection against the future issues of bonds that can be placed 

00 Referring again to the study of industrial debentures, 82 out of no 
issues Had a sinking fund provision. Many issues without this provision 
were issued at the time of industrial reorganization, and therefore were of 
the weakest type. 
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ahead of his own. The weakness of large numbers of these 
issues during 1932, when the earnings of the underlying com¬ 
panies were remarkably well maintained, was due to a lack of 
protection in just this important particular. 

An outstanding example is offered by the experience of the 
holders of all the issues of debenture bonds of great pyramided 
holding companies, like the Mid-West Utility, the Tri-Utilities 
and the Appalachian Gas Companies, who lost their entire 
investment, practically without exception. Yet the bedrock 
operating companies, upon which the upper layer of holding 
company security ultimately depended, were not so seriously 
affected by the depression that their solvency was endangered. 

It is important to note that this distress of debenture issues 
penetrated down to the sub-sub-holding companies in the big 
pyramids. One illustration suffices. The Electric Public Serv¬ 
ice Company issued in 1926 and 1927 two small issues of 
debenture bonds, aggregating together $2,200,000. They were 
immediately junior to approximately $4,000,000 collateral trust 
bonds which, in their turn, were a first lien (by deposit of 
stocks) on two properties and a second lien on two others. At 
the time of issue and continuously until the summer of 1931 the 
corporation had fully earned the debenture interest. The year 
1931 failed by only $13,000 to show the full interest earned 
on the debentures. In March, 1932 the company passed into 
receivership. 

The Electric Public Service Company was a subsidiary of 
the Electric Public Utilities Company, itself a subsidiary of the 
Empire Public Service Corporation, itself a subsidiary of the 
Appalachian Gas Corporation. Between October, I 93 1 and 
March, 1932 every one of these holding companies and sub¬ 
holding companies passed into receiverships. But the Electric 
Public Service Company was a sub-sub-sub-sub-holding com¬ 
pany close to the profitable local operating companies, the gross 
earnings of which had shown little decline in 1931. Clearly the 
debentures of this sub-sub-sub-sub-holding company ought to 
be little affected. In the reorganization this little fragment of 
the great Appalachian Gas Company was sloughed off. And in 
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the resulting plans of reorganization, the holders of debentures, 
which until within less than a year of receivership had their full 
interest earned, were given little consideration. Unfortunately, 
too, numerous cases exist in which the corporation has abused 
its liberty by placing new mortgages on the assets of its under¬ 
lying companies-the only assets possessed by the holding 

company. 

It was suggested at an earlier point that the investment value 
l of guaranteed bonds rested on the earning capacity of the issuing 
company and not on the guarantees. It is significant, in view 
of this presumption, to compare the investment position of the 
guaranteed bond with that of the ordinary debenture, since both 
rest ostensibly upon general credit. The theory can be seen best 
in the light of a concrete case where bonds of nearly every 
conceivable form rest on the general credit of one corporation. 
The funded debt of the Southern Pacific Company affords per¬ 
haps the best example because of such variety. Using this com¬ 
pany as a basis of computation, it appears that the straight 
debentures command a conspicuously better market price among 
investors than guaranteed bond issues without substantial inde¬ 
pendent security, notwithstanding the fact that both are based 
on the same corporation’s general credit. The superior market 
price of the debentures is not easily explained unless the value 
to be attached to a wide market is unduly emphasized. 

In making this comparison two issues of guaranteed bonds 
were used, the San Antonio and Aransas Pass 4s of 1943 and 
the Los Angeles Pacific Refunding 4s of 1950. Practically 
since their issue the property behind these issues has had little 
independent earning capacity and their value was determined by 
the Southern Pacific guarantee. The Southern Pacific Com¬ 
pany has a number of debentures outstanding, some of which 
have been in existence for a long period of time. As the South¬ 
ern Pacific is a mere holding company (organized under a Ken¬ 
tucky statute) and operating no property itself the debenture 
contract and the guarantee contract are on exactly the same 
footing. Yet over a long period of time-comparison running 
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back to a period before the Great War-the yield to the investor 

on the basis of selling price for the debentures is lower than for 
the guaranteed issues. In 1930 the average yield on the guar¬ 
anteed issues was 4.91 , on the debentures 4-63^0. In 1931, 

it was practically the same, 6.17 as compared with 6.10. But 
in 1932 the credit of the Southern Pacific fell so low that one 

of the debenture issues-$65,000,000 4^2^?, due May 1, 1933 

-appeared likely to go into default. The prices on this issue 

fell so low 29 c/o that no computation of yield was possible. 

Using a long-time debenture as a basis, rather than an average 
of three or four debentures as had been done in previous years, 
the yield on the guaranteed issues was 9.31 for the guaranteed 
bonds and 9.03 for the debentures. But the general condition 
of the Southern Pacific was such that this computation signified 
little. 

Income Bonds. -Income bonds are the weakest of all obli¬ 

gations resting on general credit. 4 * They involve no definite 
contract between the holders and the trustee to insure the pay¬ 
ment of the interest, although the company promises to pay the 
principal at a definite future time. pp In legal phraseology they 
are a “charge upon the company’s income, but not upon the 
corpus of the property . 99 The interest is paid when earned. 

But the holders of income bonds cannot enforce their claim to 
the payment of interest unless they can prove that it was earned 
within a period during which it accrued, or until the breach of 
some definitely defined covenant. It should be noted that 
income bonds are frequently called “adjustment bonds” or 

pp There are even exceptions to this. The Brunswick and Western Rail¬ 
road (a subsidiary of the Atlantic Coast Line) has a small issue of irredeem¬ 
able 5 % income bonds. Except in the right of the bondholders to insist on a 
rigid system of accounting, such “irredeemable income bonds'’ are indistin¬ 
guishable from non-voting preferred stock. A decision of an English court 
seems to imply that income bondholder may have a lien on income, but not on 
the proceeds of the sale of capital assets. 45 

44 Discussions of income bonds, see Ripley, W. Z., Railroads, Finance and Organiza¬ 
tion, 139 (1915). Also numerous instances cited^ in Daggett, Railroad Reorganizations. 
There are many leading cases cited in legal treatises. 

40 Gardner v. London, etc. Ry. Co., a Ch. 201, 217 per Ld. Cairns. 

44 Machen, Modern Daw of Corporations, a 100. See particularly Stewart v. Chesa¬ 
peake, etc. Canal Co., 5 Fed. 149* 
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“preference bonds” owing to the unpleasant associations in the 
minds of investors. QQ 

The issue of income bonds, particularly those of railroad 
corporations, present an interesting but not altogether attractive 
history. The earliest example of an income bond in our Amer¬ 
ican financial history, which has attracted attention, is that of 
the Chesapeake and Ohio Canal Company. These bonds were 
issued in 1848 and were secured by “preferred liens on the reve¬ 
nues and tolls that may accrue to the said company from the 
entire and every part of the canal and its works between George¬ 
town and Cumberland.” 47 The practice was continued sporad¬ 
ically down to the panic of 1873, particularly in connection with 
the construction of new railroads as a means of getting money 
by the sale of a contingent charge security. rr Railroad preferred 
stocks were practically unknown. In 1880 there were 37 sep¬ 
arate bond issues, interest on which was contingent on earnings. 

The frequent use of income bonds, however, did not occur 
until the time of the railroad reorganizations of 1884, nor did 
income bonds become common until after 1895, when they were 
used as an accepted expedient in refunding fixed charge securi¬ 
ties of failed railroads. In fact, nearly a third as many income 

bonds as preferred stocks-the acknowledged contingent charge 

security-were issued as a result of railway reorganization.”” 

q<l The income bonds of the Cuban Case Products Company, Inc. issued in 
1930. were called Participatory Cold Debentures. 

r ' Only one of these early income bonds is now outstanding-that of the 

Elmira and Williamsport Railroad issued in 1863. But the interest of this 
issue has since been guaranteed by the Pennsylvania Railroad, so that it can be 
classed no longer as income bond, except in name. 

** Meany, in his study of the changes of railroad financial structure due to 
the reorganization of the nineties*® found that about one-eighth of the bonds 
issued for refunding purposes were income bonds. 

The following figures summarize the results of a study of 313 railroad 
reorganizations consummated between 1884 and 1900. See also note yy, below. 

Share Capital r 

Preferred Stock . $ 584,670,159 

Common Stock ... 867,126,618 $1,451,796,7 77 


Interest Bearing Bonds. 
Income Bonds . 


$ 584,670,159 

867,126,618 

$ 1,270,1 06,582 
* 75*41 3,31 1 


Total Stock and Bonds. 


47 Mortgage dated June x, 1848. Based on Maryland Statute 1844 c. 
details in Stewart v. Chesapeake and Ohio Canal Co., 5 Fed. 140; 83 Md. 
"Poor’s Manual of Railroads, 1900. 


1 , 445 . 5 * 9,893 
$3,897,3 16,670 

281. Further 
549 - 
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During the industrial promotion period of the late 1890*8, they 
were sometimes employed as the contingent charge security 
instead of preferred stock. 11 This was particularly true with 
Maryland promotions where the tax laws favored the bondholder 
in contrast to the stockholder. 1111 Since 1895 income bonds have 
been issued in greatest profusion during and immediately fol¬ 
lowing a depression as a reorganization contingent charge secu¬ 
rity. Practically no income bond issue of importance was 
brought out in the boom year of 1929,^ and 1932 saw no less 
than :2;2 issues of more or less general importance. The evi¬ 
dence now available would indicate that even more will come 
into existence in 1934 and 1935. 

Degree of Use Today by Railroads, Utilities, Industrials. 
-It is very difficult to form an accurate and comprehensive 

11 In the list given in a succeeding note (note yy) only 3 out of the 
63 railroad income bonds can be definitely attributed to what could be called 
a promotion rather than a reorganization or capital readjustment necessitated 
by distressed credit, 5 of the public utility group of 44, and 4 of the industrial 
group of 60. 

One of the few notable cases of a railroad income bond not issued at the 
time of reorganization was that of the $10,000,000 Cumulative Adjustment 
7 % Bonds of the Denver and Rio Grande Railroad sold to its stockholders at 
par in 1912 in order to provide for improvements and the accumulating deficit 
of the Western Pacific Railway. The credit of the corporation was too weak 
to permit of the sale of an issue of preferred stock and the purposes for which 
the proceeds were to be used were of doubtful earning value. The interest 
was payable only out of the surplus net earnings, “in such amounts as the 
Board of Directors shall determine/' In case the full 7^0 was not paid the 
unpaid balance should accumulate and be payable at the maturity of the bonds 
in 1932. Except in becoming a fixed liability at the maturity date, these in¬ 
come bonds were intended to be no different from an ordinary cumulative pre¬ 
ferred stock. An unforeseen contingency arose, however. With the legal 
subterfuges brushed aside, it appeared that the bonds became a lien, to be 
foreclosed in the case of interest default, when the road failed to maintain its 
guarantee on the Western Pacific Railway bonds. 

uu As bonds were non-taxable in Maryland, and preferred stock dividends 
were subject to 54 of 1 % deduction for taxes, income bonds have been fre¬ 
quently used by Maryland corporations at the time of promotion or for re¬ 
funding. The Mount Vernon-Woodberry Cotton Duck Company, for exam¬ 
ple, created a large issue of income bonds, and among other Baltimore enter¬ 
prises which did the same was the Gottlieb, Bauernschmidt, Straus Brewing 
Company. The United Railways and Electric Company of Baltimore Income 
Gold 4s, dated 1899, were issued to the preferred stockholders of the company 
in exchange for their stock at par—the immediate purpose being the evasion 
of the tax law referred to above. 

^ Income bonds of the National Hotel of Cuba are an exception. But this 
enterprise was more like a great semi-philanthropic enterprise than a business 
corporation as we are using the term. 
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understanding of the present range of income bonds. Many 
bonds originally issued as income bonds have since, owing to 
improvements in the earnings of the issuing corporation, or to 
consolidations, become fixed charge securities.* 40 Many small 
real estate bonds are of only local importance. Consequently 
the construction of a list of income bond issues is fraught with 
many uncertainties. In the following discussion, all bonds 
originally issued as income or contingent charge bonds are con¬ 
sidered income bonds, and small local industrial and real estate 
issues are omitted. With these reservations it can be said that 
income bonds, restricted primarily to railroad reorganizations 
as late as ig20, ww are now issued in profusion in connection with 
public utility xx -particularly traction-and industrial reorgani¬ 

zations. yy Two large public utility holding companies have 
issued bonds and certain issues of the Associated Gas and Elec¬ 
tric Company, though having a more dignified title, are substan¬ 
tially income bonds. 

Among the industrial income bonds, those of mining com¬ 
panies-7 out of the 17 issued before 1925-have perhaps the 

most justification ; and the sudden epidemic of real estate in¬ 
come bonds that appeared in 1932 and 1933 has perhaps the least 
justification. Real estate bond protective and reorganization 


ww Of the 63 railroad income bonds enumerated below, 56 came into 
existence in the financial plan of what could be deemed, definitely, a railroad 
reorganization. 

** Power Securities Corporation 6% 2nd income bonds, issued in 1919, due 
1949. Total issue, $3,785,000, cumulative, and specifically secured by the de¬ 
posit of collateral. National Power and Light Company 7 % 50-year income 
bonds, cumulative, issued in 1922, due 1972. Total issue, $8,417,000. 

" Several studies 60 were completed to indicate the prevalence of income 
bonds in American finance. The situation is indicated by the following table. 


*3 


Issued before 1900 

1900 to 1918. 

19x8 to 1924. 

1925 to 1932. 

Totals. 


Public 


Railroad 

Utility 

Industrial 

Total 

*5 

1 

i 

27 

19 

7 

5 

3 « 

1 0 

37* 

1 1 

48 

9 

9 

43 ** 

6 x 

■ 

— 

— 

-- 

63 

44 

60 

167 


* Most of these from traction reorganizations. 

** Seventeen out of the 43 were large real estate reorganizations, mostly hotels, and 
out of these 17 occurred in 193a alone. 


49 See pages 326, 337, notes iii, jjj. 

80 Potter, N., Income Bonds (1936) ; Hallahan, J. M. (1930); and Donham, P. 
(1933)1 Harvard Graduate School of Business Administration. 
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committees-their purposes usually far from eleemosynary- 

have sought to delude the unfortunate holders of wellnigh 
worthless real estate bonds into believing that income bonds 
given them by a reorganization might have a value in the dim 
future because they have the hallowed name of bond. 

Interest Provisions. -The payment of interest on the older * 

income bonds was almost invariably noncu mulative. zz so that if 
the interest was not earned and paid in any one period the corpo¬ 
ration was not under any obligation to make up the deficiency 
in later more prosperous years. In some cases the interest pay¬ 
ments were not cumulative for the first few years, but were 
cumulative thereafter. 

For instance, the interest on the Atchison Adjustment (In¬ 
come) Bonds was noncumulative up to July 1, 1900, and cumu¬ 
lative thereafter. This was also true of the latest of the large 
railway income bond issues, the $183,000,000 Chicago, Mil¬ 
waukee, St. Paul and Pacific Railroad Convertible Adjustment 
5s, issued in 1925, due in 2000. The interest was noncumulative 
to January 1, 1930, and cumulative thereafter. In rare in¬ 

stances the interest becomes cumulative after the occurrence of 
a specified event. The interest on the Midland Valley Railway 
Adjustment (Income) 5s was to become cumulative if the old 
construction company of the old management exercised its op¬ 
tion to purchase the preferred stock between 1914. and 1923, the 
price being determined by a sliding scale beginning at $35 a 
share in 1914, and ending at $55 a share in 1922. The Shur- 
On Properties, Inc., a reorganized industrial, have two income 
bond issues the interest on which is cumulative from year to 
year to the extent of the net earnings. From February 1, 1925, 
to January 1, 1930, approximately 25% of interest might have 
been paid, “if earned . 99 In reality only 9was paid. Of 
the year 1930 4^0 out of the cumulative 5was paid, and the 

** Of the list of 25 railway income bonds issued before 1900, 2 only have 
their interest payments cumulative. One public utility and one industrial 
income bond issued before 1900, remain outstanding. Both are noncumula¬ 
tive.* 1 


n See note ccc below. 
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interest is accumulating at the rate of a year, and the ac¬ 

cumulation becomes a charge against the assets of the company 
at the maturity of the bonds. These bonds declined to 2%% 
in value in 1932. 

There were rarer cases in which the interest was made to 
become fixed on what amounts to a sliding scale. ana Still less 
frequently the corporation obligated itself to establish a reserve 
fund bbb from which to draw the income bond interest during 
periods of low earnings. In the income bonds issued during 
the later reorganizations these anomalies are done away with 
and income bonds have been issued quite frequently with cumu¬ 
lative interest warrants, so that the unpaid interest during poor 
years becomes a direct charge during more prosperous years. ccc 
Such cumulative income bonds differ from ordinary bonds only 
in the particular that interest default cannot precipitate failure. 

In addition to the more frequent use of cumulative rather 
than noncumulative interest provisions, the recent issues of in¬ 
come bonds have included, with increasing frequency, sinking 
fund and convertible covenants and the voting privilege. 52 

Both sinking fund and convertible features are illustrated 
by the issue of Chicago, Milwaukee, St. Paul and Pacific income 
5s of 2000, to which reference has been made already. 53 In 
this issue there is a provision that beginning April 1, 1936, the 
company must set aside a sinking fund, each year, of of 1 

of the outstanding issue-about $915,000 per year at the start. 

Each $1,000 par value bond is convertible into five shares of 
preferred stock and five shares of common stock. 

The most unusual case of this kind was that of an issue of Cincinnati, 
Hamilton and Dayton 4Income Bonds. 

t> bb jhe notable case of the Atlanta, Birmingham and Atlantic Railway 
Income 5s, 1930. An amount not exceeding 20% of net earnings, or not over 
$100,000 in any one year, was to be set aside until the fund reached $300,000. 
This was called the “Income Reserve Fund/' It was held in trust for the 
benefit of the income bondholders. 

ecc Of 17 important reorganization income bond issues 1925 to 1930, 9 were 
cumulative and 8 noncumulative. The epidemic of real estate income bonds 
brought out in 193 2 and 1933 shows more cumulative than noncumulative. 
This, however, means little for the investor. 

62 Sec note kick. 

M See page 321. 
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Unusual and seemingly attractive provisions are sometimes 
inserted to give the income bond a semblance of security as in 
the case of the Denver and Salt Lake Railway (reorganization 
in 1926 of railroad of the same name) which has a G^/c income 
bond issue called mortgage, and secured by a second mortgage 
on the property of the road, subject only to a small first mort¬ 
gage. 

Perhaps the offered lure is the glamour of a participation 
in possible future earnings. This is illustrated by the bonds of 
the Cuban Cane Products, Inc. G^/m Participating Gold Deben¬ 
tures brought out a few years ago. The Cuban Cane Prod¬ 
ucts, Inc. was a reorganization of the old Cuba Cane Sugar 
Corporation, consummated in 1930, and these bonds were given 
in exchange for the old convertible debentures. The interest on 
the bonds was payable during 1930, 1931, and 1932 only if 
earned, but the arrears of payment were not cumulative; during 
1933 and 1934. interest was payable, if earned, but if not paid, 
the arrears were to become cumulative. After January 1, 1935, 
interest at the rate of G^/c was to become a fixed charge. 
The bond was called participating, because, after 1935, half of 
the earnings of the company were to accumulate for the benefit 
of the bondholders up to an annual payment of 3 a /o . If earned, 
this participation could be paid or not at the discretion of the 
directors. The company collapsed in April, 1932, after two 
years of feeble existence. The bonds were quoted at ^ °f 1 
in 1932-$7.50 for a $1,000 bond. 

Uncertainty of Interest Payments.-The use of income 

bonds is objectionable because the uncertainty of interest pay¬ 
ments is very likely to cause confusion and litigation. Contro¬ 
versies over the rights of the various parties concerned have 
come constantly to the courts. As the payment of their interest 
turns upon the computed net earnings, the whole problem re¬ 
solves itself into a problem of accounting. Gross earnings and 
direct operating expenses may be easily determined, but net 
earnings can be fixed only after there have also been included 
the depreciation and maintenance charges and special reserves. 
These are inexact and flexible; they may be increased or de- 



3 2 4 


CORPORATION SECURITIES 


creased within wide limits by the management without breaking 
any canon of accountancy or law. Money once paid to the 
holders of income bonds is forever gone, but money invested in 
the improvement of the property is retained by the stockholders. 
As the stockholders of the corporation and the holders of income 
bonds are usually different groups of people, there is a tempta¬ 
tion on the part of the stockholder management to manipulate 
and misrepresent the operating accounts. The directors may 
decrease the published net earnings by heavy reserves for de¬ 
preciation and large maintenance charges and in such ways 
create a secret increase of real capital at the expense of funds 
which should be paid to income bondholders. ddfl The contro¬ 
versy between a corporation and its income bondholders usually 
turns upon the accounting of depreciation and obsolescence, and 
the courts, through a long series of decisions, have made it clear 
that the maintenance of physical values and an adequate charge 
for depreciation are necessary elements in the use of any kind of 
material property. 55 

The question is one of fairness, but it is not always easy of 
determination when the two interests are selfishly conflicting. 

odd , pj ie Central of Georgia Railway had outstanding three issues of income 
bonds. For years the management, which held the stock: closely, made exces¬ 
sive charges to maintenance, rebuilt the roadbed out of earnings, bought new 
equipment, and even supplied the money for operating a steamship line. All 
these expenditures were represented as legitimate expenses which should be 
deducted from gross earnings. As a result, the management was able to show 
that the income bond interest had not been earned until the time when the 
road had been rehabilitated and was in a position to pay dividends on the com¬ 
mon stock.** A similar controversy raged between the income bondholders 
and the controlling interests of the New York Railways (New York City 
surface lines). Here the matter turned largely on what were proper depre¬ 
ciation reserves and how far special reserves to care for contingencies were 
proper charges to earnings. 

••• One of the most instructive of these controversies was that concerning 
the income bonds of the Mount Vernon-Woodberry Cotton Duck Company. 
The company had never been successful and after several reorganizations had 
succeeded in acquiring for its own account most of the original issue of 
$6,000,000 income bonds. A committee, representing $164,000, less than 3 % of 
the entire issue, sued the company on the ground that their interest should 
have been paid rather than that the mills of the company should have been 
maintained. It was clearly a “nuisance’' suit. As was said at the time, the 
small minority could “delude” their better judgment into the belief that they 

64 See Dewing, A. S., The Position of Income Bonds, as Illustrated by Those of the 
Central of Oeortfia Railway, is Quart. Tour. Econ. ^06 <1911). 

“ For discussion of legal question, Machen, A. W., Modern Law of Corporations 
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In one notable case the responsibility was thrown upon the 
accounting system of the Interstate Commerce Commission , tft 
and recent issues of public utility income bonds, when created, 

might harass the majority interest into paying them an undue value.” “They 
alternately weep over the alleged efforts of the corporation to maintain the 
efficiency of its plants, and deplore the alleged failure to sustain its good¬ 
will.” M Fortunately, the court decided that the company was right in main¬ 
taining the physical values of its plants, rather than paying unearned income 
bond interest. 67 

xtt Mindful of the possible trouble that would arise when the net earnings 
were held back: from the income bondholders, certain income bond indentures 
were designed by ingenious provisions, to avoid future controversies. For ex¬ 
ample, in the reorganization of the Atlanta, Birmingham and Atlantic Rail¬ 
road, an income bond issue was created to fund the receivers’ certificates. In 
the indenture it was provided that the income bonds “bear interest payable 
annually or semi-annually at such rate, not exceeding 5% per annum, as may 
from time to time be declared by the Board of Directors, but such interest 
shall be paid only in case there shall be net income of the railway company 
available for that purpose, as the term ‘net income’ may be defined on the rules 
and regulations of the Interstate Commerce Commission, as from time to time 
in force. The interest on the income bonds shall not be cumulative. The 
Board of Directors may, however, reserve in any fiscal year from such ‘net 
income’ an amount not in excess of 20% of the net income of the railway 
company, or in any event in excess of $100,000 in any fiscal year. The total 
amount so reserved and at any time unpaid, shall not exceed, exclusive of 
interest, $300,000 in the aggregate. All amounts so reserved shall be carried 
to a fund to be designated ‘Income Bond Reserve Fund,’ which shall consti¬ 
tute a corporate liability and carry interest at the rate of 69per annum, with 
semi-annual rests. The income bond reserve fund may be distributed to the 
income bonds in the discretion of the Board of Directors at any time and in 
any amount, but if in any fiscal year, while there shall be any amounts carried 
in the income bond reserve fund, there shall be any net income of the railway 
company in excess of (1) the amount required to pay the full interest upon 
the income bonds for such fiscal year, plus (2) an additional amount equal to 
20% of the net income of the railway company, but not in excess of $100,000, 
then any such excess (not exceeding the amount then in the income bond 
reserve fund) shall be paid over by the railway company to the trustee, for 
distribution to the holders of income bonds, upon the next ensuing interest 
date, and the income bond reserve fund, upon such payment, shall be reduced 
by the amount thereof. Any and all amounts in such income bond reserve 
fund, with interest, at the date of maturity of the income bonds, shall be paid 
over to the trustee for the benefit of the holders of such bonds. No dividends 
shall be declared on any stock of the railway company of any class, unless, at 
the time of such declarations, all amounts in the income bond reserve fund 
shall be set aside for distribution to the income bonds, and no such dividends 
shall be paid unless the amount so set aside shall have been paid to the trustee, 
for payment to the holders of the income bonds upon the next succeeding in¬ 
terest date. Failure to make any such payments shall constitute default under 
the mortgage securing the income bonds, on the happening of which, the prin¬ 
cipal of such income bonds may become or be declared due.” 

M W^hitridgre v. Mt. Vernon-Woodberry Co., Answer of defendant, pagres 22 and 50. 

BT Further discussion of the circumstances of this case. Dewing, A. S., Corporate 
Promotions and Reorganizations, Chapter XIII (1914). 

58 Printed letter of E. T. Lamb, dated Dec. 15, 1915. 
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usually provide specifically for some system of adjusting differ¬ 
ences over accounting. ggs But such shifting of responsibility 

does not actually solve the problem as no commission-much 

less any iron-bound rules-can decide what are rigidly justifi¬ 

able expenditures for proper and adequate maintenance. 

Because of the likelihood of controversies and suits many 
students of the subject have been of the opinion that the issue 
of income bonds had been definitely discarded from American 
finance. It is with disappointment, therefore, that one notes 
their returning use during reorganizations and even their crea¬ 
tion at the time of promotion, particularly among industrials. 
The temptation to placate impatient security holders by what is 
a bond in name but not in substance, seems to have been too 
great to resist. 

The possibility of trouble has caused the stronger corpora¬ 
tions, which find themselves embarrassed by income bonds, 
either to acquire them for their own treasury hhh or else to make 
special provisions for insuring the payment of interest 111 and 

skk The Hudson and Manhattan Railroad Company’s Adjustment Income 
5s, 1957, mortgage contains the following provision : “The surplus income ap¬ 
plicable to the payment of interest on the bonds issued hereunder shall be the 
surplus remaining after deducting from the gross earnings and income of the 
company from all sources the following items : 

“(a) Adi expenses and charges for operation, maintenance, repairs, re¬ 
newals, replacements, insurance, general expenses, losses, damage claims and 
all proper charges in respect of depreciation or obsolescence of tunnels, tracks, 
equipment, power plants and other properties, and all other charges against 
income in respect of its property or its operation or the conduct of its busi¬ 
ness, including all amortization properly chargeable to income under the rules 
or principles of accounting prescribed by the Public Service Commission of 
New York or the Board of Public Utility Commissioners of New Jersey, and 
any and all other sums which should properly be paid or appropriated, or set 
apart, or provided for out of income to secure the proper , safe and adequate 
maintenance , equipment and operation of the tunnels, lines of railroad and 
other properties of the company or to preserve its earning capacity , . . 

mu* t^s, a large part of the Charleston and Western Carolina Income 5s, 
194b, is owned by the controlling Atlantic Coast Line. 

1,1 An extreme case is that of the Elmira and Williamsport Railroad In¬ 
come 5s of 2862. Clearly when issued they were a kind of anomalous pre¬ 
ferred stock, since the interest was not to be paid unless earned and the prin¬ 
cipal not for upwards of a thousand years. But the road was acquired by the 
Northern Central Railway, which guaranteed the interest payment, and this 
Northern Central is itself an important subsidiary of the Pennsylvania Rail¬ 
road, which has further guaranteed the interest. The result is that what 
purports on the surface to be an income bond of little value is really a fixed 
interest-bearing bond of very substantial worth. 
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finally the extinction of the principal. JJJ Thus the retirement of 
the Milwaukee, Lake Shore and Western Income 6s of 1911 
was provided for in the Chicago and Northwestern Railway 
General Mortgage 3yis, of 1987. 

In one notable case two large income bond issues were paid 
off at par, after interest had been fully earned on these for six 
years. The St. Louis-San Francisco Railway was a reorgani¬ 
zation in 1916 of the railroad by the same name. The railroad 
was a reorganization of the railway consummated in 1896. In 
the reorganization of 1916 there were created two issues of 
income bonds. The Adjustment Mortgage 6s due in 1955, had 
a mortgage lien and cumulative interest. The issue of i960 
was junior thereto and had noncumulative interest. After the 
reorganization of 1916 the road was apparently successful 
financially. Beginning in 1922 the interest on both issues of 
income bonds was fully earned. During 1925, 1926, and 1927, 
there was a balance of over $7,000,000 available each year for 
the stockholders after payment of the income bond interest in 
full. Flushed with its apparent prosperity the company called 
both issues of income bonds, amounting to over $75,000,000, 
for payment on March 1, 1928. The road failed to earn its 
fixed charges in 1931 and went into the hands of receivers for 
the third time in 1932. 

Corporations sometimes seek to avoid controversy and trou¬ 
ble by giving the holders of income bonds a direct voice in the 
management of the corporation, just as if they were preferred 
stockholders. kkk In the case of two large metropolitan traction 

3 3 3 It is interesting to note that some of the strongest issues of railroad 
bonds were originally issued as income bonds—the relic of some old reorgani¬ 
zation. 

The Atchison, Topeka and Santa Fe Adjustment 5%>, a second lien on 
upward of 6,000 miles of railroad, and the Oregon Short Line, noncumulative 
income 5s of 1946 are examples. These latter are a second lien on an essen¬ 
tial part of the Union Pacific system. Both issues are a legal investment for 
all New England savings banks. 

There still remain outstanding small amounts of the old Central of 
Georgia income 5s and the Chicago and Erie income 5s (a second mortgage 
on the Erie Railroad's line to Chicago). 

kkk The income bonds of the Chicago, Terre Haute and Southeastern Rail¬ 
way are 5 % cumulative (after 1912) and the methods of computing earnings 
are very carefully defined in the mortgage. The holder of each bond of $1,000 
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income bond issues, the holders were given the power to elect 
one less than a majority of the directors so long as the full 
income bond interest remained unpaid. 111 


Participating Bonds. -A last type of bond, more like a 

stock even than the income bond, is the so-called participating 
bond. Such an obligation participates, or shares, with the stock¬ 
holders 7 earnings above the regular specified interest rates on the 
bonds. Whenever issued, the conditions of this participation 
are defined with great care. This type of bond has been used 
very seldom in American corporate finance. In fact, there 
exists only one important case, that of the Union Pacific Rail¬ 
road’s Oregon Short Line Participating 4s, issued in 1903, and 
retired in i905- mmm 

Within recent years a form of participating bond has been 


par value is entitled to 10 votes, as if he held 10 shares of stock. This, how¬ 
ever. is rare ; for of the 106 issues of income bonds, outstanding in 19^5,*® 
studied by Potter, 5 only provided voting privileges for the income bond¬ 
holders. Since 1925, the voting privilege has become more frequent. 

111 The Hudson and Manhattan Railroad Income 5s referred to before 
(note ggg), and the New York Railway Company’s Adjustment Income 
5s. The provisions of the latter mortgage, intended to protect the income 
bondholders, are very elaborate. They well illustrate the cumbersome legal 
subterfuges involved in trying to create a security which is neither a stock 
nor a bond. Nevertheless, in the autumn of 1918, there were two separate 
suits pending, on entirely different grounds, which the income bondholders 
had initiated in order to recover reserves which they contended had been 
illegally set aside from earnings. 

rarom This case is invariably mentioned by financial students as an example 
of participating bonds for the simple reason that it is distinctly the most im¬ 
portant in contemporary financial history. The Union Pacific’s credit was not 
as high in 1903 as later. In order, therefore, to dispose of an issue of $36,- 
500,000 collateral trust 4bonds at a price greater than mere collateral trust 
bonds of the Union Pacific would warrant, the directors added the feature 
that the bonds could ‘'participate” with the stockholders on any dividend in 
excess of 4% declared on the deposited collateral—namely, the old Northern 
Securities Company’s stock. Dividends on this deposited collateral were held 
up by litigation, and when participation seemed imminent, the bonds were 
called at io2j4%. flo 

Participating certificates were used as a temporary expedient in the reor¬ 
ganization of the Gulf, Florida and Alabama Railway. Lough, also, has dug 
up a case of participating bonds in the financial plan of the Anglo-Netherlands 
Sugar Corporation.* 1 Yet, when all the cases have been cited it will be found 
that participating bonds are so rare in modern corporation financial practice 
that they, as a class, are of little or no significance. 


< 


*• See note yy. 

®° For details see 

9 Lough, W'. H., 


Ripley, W. Z., Railroads, Finance 
Business Finance, 160 (1917). 


and 


Organization, 1 


64, aos 
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issued by personal loan “societies” under the name of profit- 
sharing debentures. These finance companies have, on the 
whole, been successful; but their business of loaning small 
amounts to needy borrowers, the typical consumers’ loans at 
high interest rates with a service charge, appears to the ordinary 
investor of so hazardous a character that bonds could not be 
easily sold. To offset this natural reluctance of the investor to 
buy bonds of an inherently risky business, the right to partici¬ 
pate in earnings up to a certain proportion of the net earnings 
of the corporation has been added as a kind of special feature. nnn 

nnn The 6% 25-year profit-sharing debentures of the Beneficial Loan So¬ 
ciety (a Delaware corporation) illustrate the case. The corporation was 
organized in 1913. The purpose was to do a nation wide business in personal 
loans. The Uniform Small Loan Law drafted in 1916 by the Russell Sage 
Foundation was adopted in varying forms in some 20 or 30 states. This per¬ 
mits “loan agencies’* to operate under regulation and in accordance with 
established precedents of rate service charge and methods of repayment. The 
company sold an issue of profit sharing debentures in 1914. These were re¬ 
funded into the issue dated 1931 and due 1956, to the principal amount of 
$8,ooo f ooo. Fixed interest is payable semi-annually at the rate of 6%. In 
addition, the bondholder is entitled to receive “additional” interest up to one- 
third of the net income of the company, but not over 4 % on the principal of 
the debentures. On the old debentures, issued in 1914, the holders received 
between 1914 and 1932, 169%, of which 106^4% represented fixed interest at 
the rate of 6% per annum and 62^% additional interest in the form of profits 
participation. 

The Collateral Bankers, another personal loan corporation, issued partici¬ 
pating bonds in 1920. The company paid, in addition to the fixed interest, an 
average of 1 a year in addition by way of profit-sharing. 



CHAPTER 9 


EQUIPMENT OBLIGATIONS a 


General Definition. -One class of credit obligations is so 

individual, and yet so important that it should be given a sepa¬ 
rate treatment. This includes the so-called equipment bonds and 
car trust certificates, which, as a class, are spoken of as the 
equipment obligations. Securities of this type were confined to 
railroad finance until a year or two before the Great War, but 
are now being extended to other corporate enterprises having a 
large amount of capital tied up in salable machinery and equip¬ 
ment. Thus what was merely an incidental financial expedient 
now bids fair to play an important role in American corporate 
finance. 

Broadly speaking, an equipment obligation is a loan of 
money based on a direct lien on a specific lot of rolling stock. 
But, as a class' such obligations cannot be defined precisely be¬ 
cause of the varying conditions usually required to render this 
lien direct and explicit, together with the cumbersome restric¬ 
tions necessary to maintain a reasonable equity behind a lien on 
heterogeneous property forever in motion and subject to rapid 
depreciation. Equipment obligations are peculiar in form, in 
security, and in economic position. They may be bonds similar 
to other railroad bonds, they may be certificates of participation 
in a contract to purchase and hold a specific lot of rolling stock, 

Large sections of this chapter were printed originally under a similar 
title. 1 There is an excellent study of the whole subject by Kenneth Duncan. 3 
This comprises an exhaustive and painstaking examination of all phases of 
the subject—an example of modern scientific research in the field of corpora¬ 
tion finance. The book is referred to frequently in the following pages, and 
it should be consulted by any student who cares to pursue the subject further. 
Appended to the book is the most exhaustive bibliography on equipment obli¬ 
gations in print down to 1924. 


1 Dewing, A. S., Railroad Equipment Obligations, 3 Am. Ec. Rev., 
3 Duncan, Kenneth, Equipment Obligations (1934). 
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or they may be shares in a permanent association. b They are 
secured by tangible property, yet a kind of property which is 
movable from place to place and declines in value more rapidly 
than any other used as a basis of corporate obligations. They 
rest on the general credit of the corporation using the equip¬ 
ment, yet this general credit has little to do with determining 
their investment position, which is as a whole stronger than that 
of any other form of corporate security. Their legal status has 
never been fully determined by the courts ; yet tiieir legality has 
never been seriously questioned and they have been given pri¬ 
ority over first mortgage bonds in the ultimate test of relative 
investment strength. With all these contradictions, it is clear 
that only the most general statements can be applied to the 
group as a whole, and that innumerable exceptions and modifi¬ 
cations crop out as attempts are made to draw definite lines of 
demarcation. It is clear, too, that equipment obligations con¬ 
stitute an extremely complex, but extremely interesting group 
of corporate securities. 

Origin.-The first recorded instance of anything like the 

modern form of equipment obligation was in 1845. The 
Schuylkill Navigation Company contracted for the purchase of 
barges to be partly paid for from borrowings. The construc¬ 
tion of the barges was to be under the control of the board of 
managers of the company but “the ownership was to be vested 
in three trustees, to be held as security for the payment of the 
loan.” 4 After the board of managers had built the barges, 
they transferred them to the trustees who in turn leased them 
back to the navigation company. Cars as well as barges were 

b There have been a number of associations, with permanently subscribed 
capital, organized for the purpose of buying and leasing equipment to railroads 
for shorter or longer periods of time. 8 The practice, however, has not become 
general for at least two very good reasons. The railroads themselves have 
found that they could borrow by the use of their own equipment obligations 
quite as cheaply as they could hire the equipment of the permanent associa¬ 
tion, with the added advantage that they would own the equipment in the end. 
Moreover, the associations had no economical means for repairing and main¬ 
taining equipment widely scattered over large areas. 

3 For example, the old Iron Car Trust, 8a Chron. 1397 (1906). 

4 Rawle, F., Car Trust Securities, 8 Am. Bar Assoc. Rep. 277fF (1885). This was 
the first thorough study of the subject and remains the best source for the early history 
of equipment obligations. 
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afterward included and the trustees issued bonds bearing in¬ 
terest and payable serially in ten annual instalments. The plan 
was subsequently modified so as to permit the trustees to sell 
the equipment and redeem the bonds with the proceeds. This 
case seems to have been uncommon although almost identical in 
form with the issue of equipment obligations at the present time 
under the so-called Philadelphia plan. c 

The Railroad Car Trust. -The modern form of Sar trust 

association is to be traced to the Railroad Car Trust of Phila¬ 
delphia created in 1868 for the purpose of furnishing equip¬ 
ment to the Lehigh Coal and Navigation Company. The idea 
arose, according to Rawle, in the mind of the president of the 
road, but the legal details, extremely perplexing in their bearing, 
were worked out by one Charles Gibbons, a Philadelphia attor¬ 
ney. d Presumably their origin is to be attributed to the efforts 
of this lawyer to surmount a legal obstacle. The Pennsylvania 
courts would not allow that a “conditional sale” of the moving 
equipment by the trustee to the road should serve as the basis 
of an obligation as against a third party creditor. That is, the 
trustee could not hold unquestioned title to the equipment, even 
though the title remained in his name, if he sold it to the road 
on the usual instalment plan. e Accordingly, he adopted the 

c This Schuylkill Navigation Company case is distinctly the best known 
instance although it was by no means the only case of leasehold equipment 
bonds or certificates before 1850.® In 1852 the legislature of Pennsylvania 
enacted legislation that virtually legalized the Schuylkill Navigation bonds in 
spite of their obvious evasion of the provision of Pennsylvania law that con¬ 
ditional sales of movable goods were of limited validity. 

d In February, 1896, Oliver Adams, writing to the Commercial and Finan¬ 
cial Chronicle regarding the death of his father, William Adams, which oc¬ 
curred in England on January 31, 1896, said, “In 1873 he, in conjunction with 
myself, inaugurated the system of equipping railways in the United States 
with rolling stock on what is now known as the car trust plan.” Although 
Mr. Adams did much to further the idea he cannot be considered the first in 
the field.* 

* It is, apparently, well-established in the common law of Pennsylvania 7 

B See also Strong: v. Taylor, a Hill 326 (1842). Rawle describes the case Quite fully 
(Rawle, F., 8 Am. Bar. Assoc. Rep. 277 L1885J) and sections of this description are 

quoted by Duncan, K., Equipment Obligations. 

0 Vof. 62, page 259. Also cited Vol. 80, page 1760 (1905). 

7 Leading cases Clow v. Mathiot, 5 Serg. and Rawle 275 (1819); Martin v. Matbiot, 
14 Serg. and Rawle 214 (1826) ; Lehigh Coal, etc. v. Field, 8 \Vatts and Serg. 232 

(1844); Brunswick, etc. v. Hoover, 14 Norris 508 (1880) ; Peek v. Heim, 127 Pa. 500 
(1889). 
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legal subterfuge of creating an artificial owner who should hold 
absolute ownership of the equipment until it had been entirely 
paid for by the railroad, although the latter could have the use 
of it in the meantime under a lease. In other words, the rail¬ 
road would not acquire even a semblance of a title to the equip¬ 
ment until its entire cost had been paid. 

Such a legal subterfuge has proved sound, provided it in¬ 
volves no intentional deceit nor injustice. As clearly stated 
by the Supreme Court 10 long ago in one of its few adverse 
decisions : “Contracts by which railways, insufficiently equipped 
with rolling stock of their own, lease or purchase under the form 
of a conditional sale such equipment from manufacturers are 
not of uncommon occurrence, and when entered into bona fide 
for the benefit of the road have been universally respected by the 
courts. 0 t 

and in that of a few other states 8 that a sale of movable goods cannot be made 
on the condition that the seller can hold his title to the goods, until they are 
paid for, in preference to the attachment or claim of a third party against the 
person to whom the goods were actually sold and delivered. In other words, 
stripped of legal verbiage, the doctrine held in Pennsylvania and one or two 
other states is this : If a manufacturer of railroad cars sold movable equip¬ 
ment to a railroad on the “partial payment” or instalment plan under the con¬ 
dition that if the payments were not completed, as agreed upon—and the rail¬ 
road got into financial difficulties so that bondholders under a mortgage (with 
the after-acquired property clause) or some other creditor should attach any 
property of the railroad that they could lay hands upon-then the car manu¬ 

facturer could not claim and take possession of his equipment to reimburse 
him for his unpaid balances. Of course, on this interpretation of the law no 
car manufacturer would care to sell expensive equipment to railroads on 
partial payments especially if the later instalments were to be delayed some 
years. And this would apply with regard to railroads located in other states 
than where the Pennsylvania law applied because the cars would wander into 
jurisdictions where the law might apply and the judicial principle of lex rei 
sitae might emasculate the manufacturer’s right to reclaim the property even 
though this right was valid in the states where the original contract was 
made.® 

* This is one of the most interesting and illuminating cases that bear 
directly upon equipment obligations. A syndicate, composed of directors of a 
railroad already covered by two mortgages, purchased equipment in the name 
of the road, paying for it partly out of their own funds-represented by equip¬ 
ment obligation certificates-and partly out of funds of the road held in the 

railroad’s own bank account. The directors, holding these certificates, sought 

8 It has been pointed out that the "Pennsylvania principle applies in Illinois (Brundage 
v. Camp, 21 III. 330 [1859]; upheld in Harkness v. Russell, 118 U. S. 663 ri886]>, in 

Louisiana (Barber Asphalt Paving v. St. Louis Cypress, 1.21 La. 151 [ 19083), and 

possibly in Colorado, Maryland, and Kentucky. 

0 For further discussion of the legal aspects of equipment obligations see page 347 
and the references given there. 

10 McGourkcy v. X. and O. C. Ry., 146 TJ. S. 536 (189a) quotation at page 333- 
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Extent of Present Use by Railroads. -Although conceived 

in the beginning as a means of enabling new* or impoverished 
roads 11 to acquire equipment when their own borrowing ca¬ 
pacity was small, equipment obligations are now used by the 
strongest roads in the country as a means of borrowing to better 
advantage than through the issue of general mortgage bonds. 
The growth of their use was slow at first because associated 
with emergency financing. Up to 1890 the total outstanding 
volume of equipment obligations was less than $50,000,000, 
while in 1899 t ^ le amount had declined to approximately $42,- 


to hold the equipment, ostensibly covered by them, as against the bonds previ¬ 
ously issued under one of the mortgages containing an after-acquired prop¬ 
erty clause. The majority opinion of the court held that this could not be 
done, alleging, apparently, constructive fraud on the part of those concerned. 
Yet it is to be observed that although the entire evidence indicates that the 
lease of equipment was resorted to as an attempt to perpetrate a fraud on 
mortgage bondholders and other creditors, nevertheless, the Chief Justice of 
the United States Supreme Court and another justice dissented on the ground 
that even constructive fraud did not invalidate the priority of the equipment 
trust lien in favor of a third party. The sentences quoted above from the 
majority opinion indicate that the Supreme Court recognized, barring fraud, 
the unquestioned strength of the equipment trust obligations issued under the 
form of a lease. Unfortunately, however, at the time the decision was handed 
down it was interpreted among writers on finance as seriously affecting the 
presumptive strength of equipment obligations issued under the lease form . 11 

From thi^i case it is unmistakably clear that if the equipment obligations 
issued under the lease form are to enjoy the full protection of the legal 
subterfuge contemplated there must be no semblance of fraud . 12 

* Stated directly as late as 1894, by Davis and Browne, op. cit., as the chief 
reason : “Inasmuch as a very large number of railroads are not, at the time of 
their organization, in a condition to purchase a sufficient amount of rolling 
stock outright, and as, at the same time, manufacturers and owners of rolling 
stock would often hesitate to accept the obligation of a railroad of perhaps 
doubtful future, even when secured by collateral, in payment for cars and 
engines, some other security or means of protecting the manufacturer became 
necessary/’ 

11 The saving to impoverished roads with poor credit is strongly emphasized 
by Ripley. 1 * This is also brought out clearly by the tables given on pages 
339, 340. In July, 1924, the Rutland Railroad sold equipment obligations to 
short maturities on less than a 5% basis. For 40 years and more the Rutland 
Railroad had suffered from its chronically bad credit. 


See 56 Cliron. 181 <1893). The case is reviewed in Davis and Browne, Car 

Trusts in the United States, 1894, and more recently in Duncan, Equipment Obligations, 
140 (1924). 

rz Besides the McGourkcy case reviewed above see also Central Trust Company v. 
Hiawasser Co., a U. S. App. 1 (1801) reviewed by Duncan, Equipment Obligations, 138. 

Jt is clear that the directors of the railroad should not personally derive any benefit 
from the subterfuge of the lease that might be construed as defrauding creditors. Drury 
v. Cross, 74 U. S. <7 Wall.) 299; Twin Lick Oil Co. v. Marbury, pi U. S. 587; 
v. A. P. Rd. Co., 103 U. S. 651. Also Harris v. Youngstown Bridge Co., 90 Fed. 

93 Fed. 355- 

** Ripley, W. Z., Railroads, Finance and Organization, 171 <1915). 


Wardell 
32a; 
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000,000. 14r Due largely to the use of the equipment loans by 
the strongest roads in the country, the total of such obligations 

rose with great rapidity between 1902 and 1905-from less 

than $90,000,000 to approximately $200,000,000. 15 Since then 
the practice of financing separately the purchase of equipment 
has become common. At the beginning of 1915, the roads of 
the United States and Canada had outstanding over half a 
billion dollars of equipment obligations, 16 an amount over twelve 
times as great as that in 1899. During the five years from 
1915 to 1920 the amount of equipment obligations outstanding 
declined somewhat, but again increased in 1920 owing to the 
government issues. The gradual fall of interest rates from 
1922 to 1927, coupled with the continued relative prosperity of 
the railroads, caused the amount of equipment obligations 
steadily to increase. From 1929 to 1930 interest rates were 
high and banks, the ordinary customers for equipment obliga¬ 
tions, were finding other more profitable uses for their surplus 
funds. From 1931 to 1933 there were comparatively few new 
issues brought out, as railroads were finding it difficult to make 
profitable use of all the equipment they possessed. With the 
payment of maturities during these years it is probable that 
there were fewer equipment obligations outstanding in 1933 
than at any time since 1922. 

At the end of 1932 there were outstanding probably some¬ 
thing over one billion par value of equipment obligations in the 
United States and Canada, including the obligations of car lines 
and special car associations. 1 These are divided among many 

1 All writers who have attempted exhaustive tabulations or detailed esti¬ 
mates of equipment obligations have been confronted with serious difficulties. 
It is clear that the amounts reported by the Interstate Commerce Commission 
are understated ; yet when one comes to make an exhaustive tabulation there 
are serious questions of omission and inclusion. 17 A graph of outstanding 
amounts, according to the Interstate Commerce Commission, gives an idea of 
the relative amounts of issue, even though the amounts are not correct. 

** In 1890, $49,478,2^5 and in 1899, $4-2»05 8 »348. I. C. C. figures adjusted by 

Commercial and Financial Chronicle, 81 Cnron. 1760 (1905). They include the Canadian 
Pacific, but not the other Canadian roads. The equipment obligations of the Canadian 
Pacific alone amounted to approximately $2,000,000 for both years. 

15 81 Chron. 81 (1905). Same basis as previous computation. 

18 Coggeshall and Hicks, New York bankers, computed with great care the outstand¬ 
ing equipment obligations as of December 2, 1914, as $519,000,000. Freeman and Com- 

? any. New York, also published a detailed manual giving the outstanding trusts, as of 
anuary 2, 1917. This was republished at intervals. The fourteenth edition, issued in 
1 933 » has been liberally drawn upon in the preparation of this study. 

Duncan, KL., Equipment Obligations, pages 22 to 27, summarizes 1922 situation. 
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roads, those of strong credit, like the Pennsylvania and New 
York Central systems, and those of weak credit, like the Rut¬ 
land and Wheeling and Lake Erie. In fact there seems to be 
no correspondence, at the present time, between the credit of a 
road and the amount of equipment obligations employed for 
financing its rolling stock. A few roads, like the Chicago, 
Burlington and Quincy, and the Atchison, Topeka and Santa 
Fe, have not issued equipment obligations within recent years; 
others, like the Union Pacific, the Northern Pacific and Great 
Northern, only rarely. Many roads, not ordinarily creating 
equipment obligations, participated in the Government issues 18 of 
1920. J Nor can there be any sectional generalizations, although 
the western roads as a class have shown the least inclination to 
issue such obligations, and the coal roads in eastern trunk line 
territory perhaps the most. In the end it is a question of special 
policy. 19 

Use by Utilities and Industrials. -The custom of issuing 

various forms of rapidly maturing obligations to pay for new 
equipment, firmly established among railroads, has been adopted 
by other corporations. After steam railroads, the most fre¬ 
quent use-is by electric traction roads. k Following the same 

1 In the early reports the Interstate Commerce Commission did not include 
the obligations of special car associations—the railroads assuming the strict 
legal construction of the lease that the trustee and not the railroad owned the 
equipment and that, therefore, the former and not the latter created the obli¬ 
gations. As late as 1915 Coggeshall and Hicks tabulated the outstanding 
obligations as $519,000,000, whereas the Interstate Commerce Commission 
gave only $371,000,000. It is probable that the Interstate Commerce Commis¬ 
sion is not including the special car trusts, and car companies nor does it in¬ 
clude the obligations of the Canadian roads which are held in the United 
States along parallel lines with the equipment obligations of our own roads. 

* Owing to the low state of the credit of traction companies a considerable 
variety of traction equipment obligations have been created from time to time. 
The Hudson and Manhattan Railroad Company (New York City) and the 
Connecticut Company (traction subsidiary of the New York, New Haven and 
Hartford Railroad) have issued equipment obligations directly. The Electric 
Railway Equipment Corporation was organized by a large car factory, acting 
with the General Electric Company and the Westinghouse Company, in order 
to acquire and sell equipment obligations of traction companies taken as 
partial payment for cars. In a few instances a separate “Car Equipment 

18 For tabulation of government issues see 115 Chron. Ry. and Ind. Sup. 5 (192a). 

Also a booklet published by Freeman & Company, Car Trust Securities, N. Y., describing 
table, also given in Duncan, K., Equipment Obligations, 337. 

For extended discussion covering policies of different roads see 55 Rail. Age Gaz. 
1506; 56 ibid, 668. 
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idea other corporations have mortgaged movable equipment and 
issued certificates of debt or similar securities against the mort¬ 
gage and the equipment. 1 Numerous instances exist, also, of 
corporations organized primarily to segregate movable equip¬ 
ment and to issue mortgages or lease certificates against it. m In 
some instances these corporations are controlled by the equip¬ 
ment manufacturing companies;” in some instances they are 
subsidiaries or joint subsidiaries of railroads. 0 

Company” has been organized, within a traction company, in order to create 
an equipment trust and thereafter sell the securities of it. As a whole, how- 
ever, these traction equipment obligations have not been much used owing to 
the odium attaching itself to all forms of traction security, quite irrespective 
of the conditions of their issue, and few exist at the present time. Perhaps 
the best known is that of the Philadelphia Rapid Transit Company which had, 
in January, 1933, four in existence, issued from 1923 to 1926. 

In comparison to steam railway equipment obligations those of traction 
companies do not have as good an investment record. Defaults have fre¬ 
quently followed receiverships ; and the equipment is not so readily salable. 

1 Oil companies -like the Phillips Petroleum Company equipment trust 

5s issued in 1930 ; the Chickasaw Refining Company’s &% certificates of 1920. 
The Empire Gas and Fuel Company-a subsidiary of the Cities Service Com¬ 

pany—has the Empire Tank Line Company, with its own equipment obli¬ 
gations. 

Marine companies - like the Grace Steamship Company’s 6 % mortgage 

notes of 1919 ; Pacific-Atlantic Steamship Company marine equipment bonds 
issued in 1929. 

Steel companies -Lackawanna Steel Company’s s%> car trust certificates 

of 1916 and the Bethlehem Steel Company’s 7% certificates of 1920. 

m General American Transportation Corporation is an independently owned 
institution. It has, including the issues of subsidiaries, 21 separate equipment 
trusts. These are secured by tank and refrigerator cars. Owing to the fact 
that tank cars have a specialized use and cannot be used for the ordinary pur¬ 
poses of a road, the independent car company has an appropriate and recog¬ 
nized place in railroad operation. This is also true of the refrigerator cars 
which must be concentrated at special focal points with the ripening of sea¬ 
sonal fruit—oranges in Florida, peaches in Georgia, grapes in Delaware. 

The North American Car Association and its subsidiary, the Live Poultry 
Transit Company, has 13 issues. 

” The Shippers Car Line is a subsidiary of the American Car and Foundry 
Company. It builds welded iron tanks for tank cars and boilers ; and it leases 
cars to the railroads. The company has eight equipment trusts, all secured 
by tank cars. 

0 Certain railroads, individually and jointly, have individual car lines. One 
of the best known and most independently profitable is the Pacific Fruit Ex¬ 
press. This is controlled jointly by the Southern and Union Pacific Railroads, 
and certain of the equipment obligations issued by the company are guaranteed 
jointly by the Union and Southern Pacific companies. The American Refrig¬ 
erator Transit Company is owned jointly by the Missouri Pacific Railroad 
and the Wabash Railway. The Merchants Dispatch Transportation Company 
is a wholly owned New York Central subsidiary. 
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In one case, that of a large mail-order house, rapidly matur¬ 
ing “shares” have been issued on the security of a warehouse. 
At the time these shares were sold they were alleged to be like 
equipment obligations. p While similar in the fact that they 
mature faster than the security depreciates, the differences are 
so great that the use of the idea is productive only of confusion, 
bordering on misrepresentation. 

Reasons for Use by Railroads—Economy. There are vari¬ 
ous reasons that have led railroads to use equipment obligations, 

but two are of especial importance-economy and the avoidance 

of the after-acquired property clause. Subordinate reasons call 
for little comment as the rapid increase of equipment loans 
since 1900 never would have occurred had the railroads not 
found it possible to borrow more cheaply in this way than by the 
issue of junior securities. 

Most railroads long ago mortgaged to the full their main 
lines, so that the only available basis of credit remaining is an 
inferior lien. The securities based on this inferior lien would 

naturally command a low market price-another way of stating 

the fact that the new money obtained from the sale of these 
junior securities would cost the road a high rate of interest. 
When at first the issue of equipment obligations was looked 
upon as a sign of weakness investors avoided them as an inferior 
makeshift security. The rates paid by the carriers were, there¬ 
fore, no lower than what would be paid on the junior securities. 
In fact, as already noted, the early equipment obligations were 
issued almost exclusively to give new or impoverished roads 
equipment, and the low credit of the road was carried over to 
the equipment obligations, and reflected in the price at which 
they were sold. All issued before 1885 bore high rates of 

p J 3 rinted in the bankers' circular offering $750,000 Montgomery Ward 
Warehouse Associates 69 & Preferred Shares (January, 1914) occurs the fol¬ 
lowing : 

“The security of the investment is like that given by a Railroad Equipment 
Trust, in that the margin increases year by year, the property behind the issue 
is essential to the conduct of the business of the Lessee Corporation, and that 
Corporation will eventually acquire entire ownership. In this case, however, 
the property is real estate, not rolling stock, and the margin at the start is 
larger than that usually given by Railroad Equipment Trusts." 
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interest. q For instance, the Ohio Central Car Trust created in 
1880 bore 8^£> interest. But gradually banks and investors 
have come to realize that equipment obligations constitute a 
special class by themselves to which the ordinary canons of 
railroad credit do not apply. r Furthermore, the strength given 
such securities by the early court decisions has so increased the 
demand that the rates at which equipment issues are taken by 
the public now compare favorably with those of any other single 
class of corporate securities. 

Four distinct attempts have been made to compare the mar¬ 
ket yields of equipment obligations with those of other railroad 
bonds. One comparison was made, as of March, 1916. 20 This 
showed that under any condition of railway credit the roads 
could borrow most cheaply by using equipment obligations. 
The results, summarized for March, 1916, were as follows: 

Average Yield Average Yield Average Yield 
of Equipment of Premier of General 

Obligations Securities Credit Securities 

Roads of Very Strong Credit. 4.137 4.188 4-536 

Roads of Medium Credit. 4.253 4.613 5.067 

Roads of Poor Credit. 4-54 5 04 6.28 

Average for Solvent Roads.. 4.310 4.614 5.294 

Roads in Receiver’s Hands... 5-47 5.83 . ... 

The study based on quotations for railway securities prevailing 
July, 1925, 21 showed similar results, 22 except that for roads of 
strong and medium credit the return on equipment obligations 
and first lien bonds was about the same. They were as shown 
below. (Obviously, the same roads did not necessarily appear 
under the same classification in successive studies. The condi¬ 
tions of credit prevailing at the time of the study were alone 
determining.) A further study was made of the comparative 

Q In 1920, owing to the prevailing high rates of interest there were at least 
four issues brought out independent of the government equipment obligations, 
which bore a coupon rate of 7^?. 

r In a study of 179 equipment obligations issued 1906 to 1932, selected at 
random, the following results were shown: 4 %—3 : 4^%—79 1 59 ^— 5 1 ; SV*%>— 
12; 6%—27 ; 6^2%~3 ; 7%—4. Apparently 44of the total group bore a 4% 
coupon rate. 

80 Financial Policy of Corporations, Vol. T, 95 <1920). 

81 Baker, A. E., Railroad Equipment Obligations, Harvard Graduate School of 
Business Administration (1926). 

88 Details printed in Dewing, A. S., Financial Policy of Corporations (ad rev. ed., 
1926). 
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Average Yield 
of Equipment 
Obligations 


Roads of Very Strong Credit. 4.86 

Roads of Medium Credit. 4 87 

Roads of Poor Credit. 5.17 

Average for Solvent Roads.. 4-97 
Roads in Receiver's Hands*. . 


Average Yield 
of Premier 
Securities 


4.60 

4.87 

548 

4-97 


Average Yield 
of General 
Credit Securities 


4.93 

531 

6.36 

5-50 


* Only two roads of importance; and results were considered of little significance. 


yields at the peak of the stock market boom, October 1, 1929. 28 
This showed that all roads could borrow more cheaply by the 

use of senior bond issues-provided, of course, the issue of 

senior bonds still remained possible. 


Average Yield 
of Equipment 
Obligations 

Roads of Very Strong Credit. 5-39 

Roads of Medium Credit. 5-47 

Roads of Poor Credit. 5.65 

Average for Solvent Roads.. 5.50 

Roads in Receiver’s Hands*.. 

* Inadequate number to form basis of study. 


Average Yield 
of Premier 
Securities 


477 

4.94 

5-52 


5.08 


Average Yield 
of General 
Credit Securities 
5 07 
5-73 
6.74 

5.85 


It was interesting also to note that equipment obligations 
had lost their high preferential position. This was due to the 
fact that banks, which furnish the largest and broadest market 
for equipment obligations, in the summer and early autumn of 
1929 had all their surplus assets placed on collateral call loans 
at rates far above those obtainable from the purchase of equip¬ 
ment obligations. In other words, the high rates on call money 
prevailing at the top of the stock market boom depressed the 
value of equipment obligations. And, furthermore, all rail¬ 
roads, those of poor as well as of good credit, were showing 
“boom time’’ earnings so that the credit of their junior liens 
attained a high position. Finally, a fourth study of a similar 
character was made, as of January 6, 1933, at the close of the 
poorest year of railway earnings since the depression of the 
middle nineties. Owing to the great difficulty of determining 
railroad credit at that time, when the whole railroad situation 
from the Norfolk and Western down to the Seaboard was 
shrouded in uncertainty, only two classes were used. And the 


28 Tindle, G., Comparison of Bond Yields, 1929, Harvard Graduate School of Busi¬ 
ness Administration (1930). 
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class of roads of strong credit was at least of uncertain member¬ 
ship." It is interesting to note that for the very strong roads 
the interest rates prevailing for equipment obligations was 
lower than at the top of the stock market boom. This is merely 
additional evidence that the rates of these securities followed 
the money market rather than the earnings of the roads. 

Average Yield Average Yield Average Yield 
of Equipment of Premier of General 

Obligations Securities Credit Securities 

Roads of Very Strong Credit. 4.95 5 .02 6.98 

Roads of Poor Credit*. 7 77 ** ** 

* This includes roads which, betore 1932, enjoyed excellent credit-such as Chicago 

and Northwestern and Baltimore and Ohio. It did not include roads on the verge of 
failure or those kept afloat merely by government loans. 

* * Too uncertain to be tabulated, owing to the tremendous discounts of the bonds. 

A series of studies 24 have been carried on dealing with the 
average rate at which equipment obligations and railway first 
mortgage ( premiere ) securities were originally sold to the pub¬ 
lic. This study was continued over a period of years and shows 
that, almost invariably, railway equipment obligations were sold 
to the public at lower rates of interest than first mortgage bonds. t 


“ In the class were included the following : Pennsylvania, Chesapeake and 
Ohio, Atlantic Coast Line. Delaware and Hudson, Northern Pacific, Norfolk 
and Western, and Union Pacific. Many persons familiar with railroad credit 
might have said that in January, 1933, no railroads in the United States en¬ 
joyed sound credit, except the Chesapeake and Ohio, the Norfolk and \Vest- 
ern and the Union Pacific. Some might have gone to the extent of restricting 
the classification to one road alone, the Norfolk and Western. 

X First Equipment 

Year Mortgages Trusts 


1914. 4 38 4-73 

1916. 4* 96 4- 5 1 

1922 . 5-20 5-31 

1923 . 5-2i 5-38 

1924 . 5.16 4-96 

1925 . 5 46 4-89* 

1926 . S. 5 5 4.60 

1927 . 5-18 4-37 

1928 . 4.88 4- 38 

1929 . 5-43 5- 2 3 

1930 . 4.60 4-34 

193 *. 4-80 3-47 

1932**. 6.00 4-64 


* 1925 figures differ from tbose given in the 1926 revision. 23 Tbese figures represent 
a reworking of the computation using more cases. 

Note: During 1932 there were only four issues which could be used as the basis 
of these figures. Of these four issues, three were equipment trust certificates, and one 
was a first mortgage issue. This, in part, accounts for the extreme variation. Because 
of the general conditions which minimized public financing by railroads during this period. 
1932 figures should not be included in the study. 


24 Collett, J. P. <1926); KiefFer, R. S. (1930); and Fox, M. J., Tr. <1933). Issuing 
Yield of Railway Securities, Harvard Graduate School of Business Administration. 

* See Dewing, A. S., Financial Policy of Corporations (ad rev. ed. 1926). 
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Avoidance of After-Property Clause. -The second advan¬ 

tage concerns the after-acquired property clause. Bridges, 
terminals, and branch lines are frequently built by subordinate 
corporations so that the new property may not pass, automati¬ 
cally, under some old mortgage which contains a clause to the 
effect that all property subsequently owned by the road becomes 
subject to it. In the same way, the retention of the title to the 
rolling stock by the trustee of an equipment obligation holds it 
back from the lien of any such prior mortgage, and makes it 
possible to use the rolling stock as the basis of its own purchase- 
money indebtedness. 26 

In addition to these two main reasons there are, as has been 
said, others which sometimes influence the issue of equipment 
obligations. The tax laws of a state may subject bonds to a 
personal property tax, while the equipment certificates, being 
certificates of part ownership in physical property, escape. In 
fact one of the reasons for the extensive use of equipment obli¬ 
gations in Pennsylvania is that when the legal instruments se¬ 
curing them are adroitly worded the interest on them escapes 
the Pennsylvania tax laws. 11 But the lawyers drawing the 
various documents must carry out the letter of the subterfuge. 
In an instance in which the lawyers called the payments by the 
railroad “interest” instead of “rentals,” the verbal error ren¬ 
dered the holders of these particular equipment obligations sub¬ 
ject to the Pennsylvania tax. All things considered, however, 
the exact status of equipment obligations under the tax laws of 
Pennsylvania or any other state is open to serious doubt. 28 

General investment market conditions may also influence the 
question of the issue of equipment obligations. The bankers of 
the road may believe there is a better demand for the road's 

“ It would seem that a recent decision of the Supreme Court of Pennsyl¬ 
vania has sought to puncture the fiction that Philadelphia plan equipment 
“car certificates" are participation certificates in property and not “evidences 
of indebtedness." As such they are subject to the four mill tax. 1 ” Even 
though this attitude is taken by the Pennsylvania courts for the purpose of 
protecting the state against tax evasion, the strength of the Philadelphia plan 
as a protection against “third party" creditors has not been shaken. 

20 For discussion of the legal aspects, see pages 347. 368. 

27 Commonwealth v. Philadelphia Rapid Transit Company, 387 Fa. 190. 

38 For further discussion of this see Duncan, K., Equipment Obligations, 333. 
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obligations with banks than with private investors, and equip¬ 
ment obligations are especially favored by banks. Still again 
the car and locomotive manufacturers are often willing to accept 
an equipment obligation for part or for nearly the whole pay¬ 
ment of railway purchases on cheaper terir^ than the railroad 
can obtain by selling its own bonds and using the proceeds to 
reimburse the manufacturers. This is especially true at a time 
of slack business activity combined with high interest rates. 

Legal Status-Three Forms.- There is considerable con¬ 

fusion regarding the legal status of equipment obligations, their 
nomenclature, the connotation of the different terms used to 
describe them and the relative investment position of obligations 
issued under varying legal forms/ Fundamentally all equip¬ 
ment obligations are direct liens on rolling stock and their secu¬ 
rity ultimately rests on the resale value of locomotives, cars, and 
other forms of railway moving equipment. The differences 
arise from the different legal forms observed at the time of their 

issue. And in general there are three such forms-equipment 

obligations issued under the so-called Philadelphia plan of a 
lease, w those issued under a conditional equipment sale to the 
railroad, and finally the equipment mortgage bonds or note 

v This confusion is apparent in the minds of most bankers and writers on 
the subject. An editorial in the Commercial and Financial Chronicle suc¬ 
cinctly reviews the confusion in names, and attempts to distinguish the essen¬ 
tial differences in form. 2 ® Duncan 80 recognizes this difficulty, but in seeking to 
clarify the confusion, attempts to efface the fundamental difference between 
the issue under a lease-the Philadelphia plan-—and the issue under a condi¬ 

tional sale agreement. See subsequent discussion and notes. 

w Certain specific circumstances explain the association of equipment obli¬ 
gations with Philadelphia and Pennsylvania. ( i) They originated among 
Pennsylvania corporations. (2) The conditional sale is not a legal basis for 
direct equipment obligation. (See page 347.) (3) Car trust certificates, 

although having mortgage security, yet as certificates of part ownership in 
physical property, have been considered nontaxable when held by Pennsyl¬ 
vania holders. This view is doubtful in the light of the Supreme Court de¬ 
cision cited in a previous note. If it is to be of substantial value in enabling 
the holder to evade the tax levied on “evidences of indebtedness/' great care 
must be exercised in carrying out the legal fiction that the issues represent 
participation in physical property rather than notes. (4) The location in 
Pennsylvania of large equipment companies. (5) The example of the Penn¬ 
sylvania Railroad, the Reading, the Baltimore and Ohio, the Norfolk and 

\Vestern and the Chesapeake and Ohio-the securities of which are held to a 

consider able extent by Pennsylvania investors. 

8a Chron. 361 (1906). 

•° Duncan, K., equipment Obligations, 28 C1924). 
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issued directly by the railroad in its own name.* The term 

“New York plan”-nobody can explain the origin of the term- 

is always used to designate equipment mortgage bonds or notes 
and is now generally used to include, also, equipment obligations 
issued under a conditional sale agreement. 

Philadelphia Plan; a Tease. -As the Philadelphia plan is at 

once the most individual and the most complex, giving rise to 
the strongest kind of railroad obligation, it will be described 
first in considerable detail. 

The Philadelphia plan of issuing equipment obligations, as 
it has now been crystallized into more or less regular practice, 
consists of a device whereby the railroad makes an initial pay¬ 
ment towards the purchase of a definite number of cars or loco¬ 
motives, but does not acquire the title to the property until it has 
met the unpaid balance. The road uses the equipment under a 
lease, but never obtains even conditional ownership until it has 
paid the entire purchase price. The procedure is made clear by 
observing the steps of a typical case. A railroad desires to ac¬ 
quire some new cars. It enters into a contract with the manu¬ 
facturer, who builds the cars according to the specifications of 
the road/ When the equipment is ready for delivery, the road 
then enters into an elaborate agreement with some individual, 

trust company, or association created for the purpose-the legal 

owner, as it were-under which the latter shall acquire and pay 

for the equipment nearing completion and lease it to the road. 
In a few rare cases there is no intermediate legal owner. In 
such cases the manufacturing company leases the equipment to 

the road-as in St. Louis and San Francisco R. R. Series M 

(1907) the Pullman Company leased the cars directly to the 
railroad. 

* Duncan* 1 suggests that elsewhere** the author has confused sale agree¬ 
ments, in which the title is reserved by the trustee, with ordinary equipment 
mortgage bonds or notes. This criticism is justified ; and the above Gallia est 
omnis diznsa itv partes tres is substituted for my previous two-part division 
largely because of Duncan’s illuminating discussion of the conditional sale. 

81 Op. cit., page 122. 

* a Dewing, A. S., Railroad Equipment Obligations, 7 Am. Ec. Rev. 353 (1917); 

Financial Policy of Corporations, Vol. I, 99 and 101 (1920). 
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The individual, trust company, or association becomes the 
actual and legal owner of the equipment, not merely the trustee. 
About one-quarter of the necessary money is supplied by the 
road and the other three-quarters is obtained from bankers and 
ultimately from investors through the sale of participation cer¬ 
tificates based on the security of the equipment itself and the 
pledge of the lease. 

This lease involves at least five provisions. First, the rail¬ 
road or lessee promises to pay the owners or lessors each year 
an amount of money necessary to meet all the interest on the 
notes or participation certificates then outstanding, together 
with a certain instalment on the unpaid portion of the entire 
issue. Secondly, the railroad promises to keep the equipment 
repaired and insured, and also to replace any cars burnt or 
destroyed. Thirdly, the railroad promises to put a name plate 
on each car describing it as the property of the owner or lessor 
and to use no lettering so as to imply that the road is itself the 
actual and legal owner of the rolling stock. Fourthly, the road 
promises that, in case it fails to meet any part of its obligation, 
especially if it fails in its payments, it will assemble at one point 
the entire equipment covered by the lease and deliver it over to 
the lessor or owner. Lastly, the lessor agrees that on the pay¬ 
ment of the last instalment it will execute a bill of sale to the 
road conveying to it the title of the rolling stock. From this 
description it is clear that the whole purpose of the agreement 
is to avoid giving the railroad even a semblance of a title to the 
equipment while it is using it and it is still unpaid for, but at the 
same time to provide an arrangement which shall enable the 
road to pay gradually for it and ultimately to own it. The secu¬ 
rity is never the credit of the road but the merchantable value of 
the rolling stock itself ; yet the road has the full and free use of 
the rolling stock while paying for it as if it were its own. 33 

There has always been some confusion in regard to the 
exact status of the legal owner or trustee. During the earlier 

83 Forms representing: different types of lease agreements under whicH equipment 
obi i gat ions of the so-called “Philadelphia*' plan are given as Appendices III, IV, and 
V of Duncan, Equipment Obligations (1934). The first example. Appendix III, rep¬ 
resents an old form of Car Trust association, reproduced from 8 a Chron. 873 (i 9 ° 6 ). 

A clear account of the issue of certificates is given in 8a Chron. 839 (1906); Duncan, 
Equipment Obligations, 4aff. (19-24), also gives a summary. 
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period of equipment obligations, associations of officers or em¬ 
ployees of tbe railroad would be formed for the purpose of 
holding the equipment. Subsequently a single individual, 
usually a banker, acted in this capacity. He would assign the 
lease, not the equipment, to a trust company. Later still a 
trust company assumed the role of owner and lessor. In rare 
cases a permanent association maintains a continued and sepa¬ 
rate existence, owning and leasing equipment and issuing its 
own certificates in successive car trusts. The old St. Louis and 
San Francisco Railroad Company used such an equipment com¬ 
pany to finance certain of its car trusts. Several of the oil 
companies have car owning subsidiaries which function in this 
manner. 3 * Under any circumstances, however, the problem 
arises in regard to the continuing duties of the trustee or owner, 
especially with reference to the checking up of the equipment 
while the certificates remain outstanding. The Committee on 
Railroad Bonds and Equipment Trusts of the Investment Bank¬ 
ers Association found that trustees had been negligent in insist¬ 
ing that the provisions of the lease be fully lived up to. The 
committee suggested certain reforms. 35 These were talked of 
eight or ten years ago, but nothing has been done to put them 
into effect. And all improvements in practice are likely to be 
frustrated by one difficulty : Who shall pay the trustee for con¬ 
tinuously checking up the trust? Before passing on to the next 
method of issuing equipment obligations, it should be noted that 
practically all equipment trusts created since 1920 conform to 
the Philadelphia plan. 36 

Conditional Sale Plan. -The second class of equipment 

obligations is that issued under a conditional sale. 37 Under this 
arrangement the manufacturer contracts directly with the rail¬ 
road for the sale of the equipment under an instalment or 

84 For examples, see note x, page 337* previously cited. 

f 5 Chamberlain, L., gives an outline of these in a popular article. He also sum¬ 
marizes certain clauses that should be present in an equipment trust agreement. (18 
Moody’s Magazine, 135.) See also Investment Bankers’ Association of America, Bull. 
2, 1,5; 3. 12 ; 4, 4; 8, 15. An outline of the suggested reforms is given in Duncan, 

Equipment Obligations, Appendix 1, 269. 

38 For statistics, see page 360. note tt. 

37 Duncan, K., Equipment Obligations, Appendix II, reproduced from 8a Chron. 874 
906), gives an example of such an agreement. Many of the agreements covering 
the sale of obligations secured by equipment purchased from the government in 1920 
are of this type. 



EQUIPMENT OBLIGATIONS 


347 

deferred payment plan by which the legal title is reserved by 
the manufacturer or a trustee appointed for the purpose until 
all the deferred payments, with the interest on them, have been 
met. The manufacturer or trustee then issues its bonds, or 
notes, or certificates-whichever they may be called-represent¬ 

ing beneficial interests in these deferred payments. At the same 
time the railroad agrees to be bound by conditions similar to 
those which protect the holders of Philadelphia plan certificates 
until such time as the last instalment has been met. In brief, 
these conditional sale obligations are the same as the Philadel¬ 
phia lease obligation except that in the one case the railroad 
does not get even a semblance of a title to the equipment until 
it is entirely paid for, whereas in the other it gets whatever 
shadow of a title the conditional sale confers upon it. 

Duncan devotes considerable space to the legal status of 
these conditional sale agreements, and the securities issued under 
them, both in the light of the common law decisions and the 
state statutory enactments. His contention is that a series of 
decisions has made it clear that courts are inclined to construe 
all these various contracts-leases, conditional sales, and mort¬ 
gages-as absolute sales to the railroad, conditioned by a pur¬ 

chase money lien back to the seller or trustee, unless there is 
unequivocal proof that the legal title has not passed to the rail¬ 
road. The mere outward form of the legal instrument does not 
tell the whole story ; it is the intention of the contracting par¬ 
ties. 88 This is probably true, and it shows on the one hand the 
necessity of clear and unequivocal language in the wording of 
the contract and, on the other, of the utmost care with which all 
semblance of fraud should be avoided. In point of history, 
however, it should be remembered that these conditional sale 
contracts were not legal under Pennsylvania and certain other 

*® A. series of federal court decisions support this view. Hervey et al. v. R. I. 
Loco, works, 93 TJ. S. 664 (1876); Heryford v. Davis, 102 TJ. S. 235 (1880); the 

nature of the contract is not, the court said “in any name which the parties may 
have given to the instrument and not alone in any particular provisions it contains, 
disconnected from all others, but in the ruling intention of the parties, gathered from all 
the language they have used. It is the legal effect of the whole that is to be sought 
for. The form of the instrument is of little account.'* 93 U. S. at page 244. Hart 
v. Barney and Smith Mfg. Co., 7 Fed. 543 (1881) ; Harkness v. Russell, 118 TJ. S. 
663 0 886); Chicago Ry. Equip. Co. v. Merchants Bank, 136 TJ. S. 268 (1889); Con¬ 
tracting, etc. Co. v. Continental Trust Co., 108 Fed. 1 (1900); Met. Trust Co. v. Rd. 

Equip. Co., 108 Fed. 913 (1901). 
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state court decisions 39 and have been used only in recent years 
after state statutes had been enacted to clarify their use and to 
protect holders of equipment obligations issued under them. 
At best they are an outgrowth of the original Philadelphia car 
trust certificates and represent a distinct emasculation of the 
strength of the earlier obligations. The road has some kind of 
a provisional title to the equipment, whereas in the Philadelphia 
plan it has not the slightest semblance of a title. Therein lies 
the strength of the Philadelphia form of obligation, a strength 
which is shared by the conditional sale obligations only through 
a kind of indirection. 

Equipment Mortgage Plan. -The third kind of equipment 

obligation is that of an ordinary bond or note secured by a chat¬ 
tel mortgage on the equipment. The railroad company acquires 
title to the property, conveys it “in trust*’ to a trustee, and equip¬ 
ment mortgage bonds or notes are certified by the trustee in the 
same manner as mortgage bonds or notes secured by real prop¬ 
erty. Equipment mortgage bonds or notes of this kind are of 
comparatively recent occurrence. They have been used by 

roads of very strong credit-barring the Pennsylvania-during 

the last twenty years when the credit of the road, alone, estab¬ 
lished a market price for the equipment mortgage bonds as low 
as if they had been issued under the lease or conditional sale. 
New York Central issued equipment mortgage obligations under 
a great open-end mortgage. 40 They have also been issued by 
oil companies, representing a mortgage lien on railway equip¬ 
ment. And a modified form of mortgage notes has been used 
extensively by the Canadian railroads. y 

One cannot help regretting that there is not a clearer under- 

y The Canadian system of equipment bond was designed to avoid legal 
entanglements arising out of the after acquired property clause of railroad 
mortgages. The equipment is ordered by the road from the car or equipment 
manufacturer. When the equipment is ready for delivery, the manufacturer 
places a mortgage upon it. He then sells the equipment to the railroad, sub¬ 
ject to the lien of the mortgage already on it. Against this mortgage are 
issued equipment obligations having, besides a prior purchase lien on the 
equipment, the guarantee of both the car manufacturer and the railroad. 


See notes 7, and 8 above. 
40 Issue of 19x3. 
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standing of the legal principles and investment values under¬ 
lying these three types of issue. Their relative merits, as invest¬ 
ments, will be discussed later, but irrespective of nice legal 
distinctions the attempt, on the part of railroads or bankers, to 
camouflage equipment mortgage bonds as obligations issued 
under the Philadelphia or lease plan is misleading and unfortu¬ 
nate. 

If issued under the straight Philadelphia plan, the obligation 
is not that of the railroad (although it may be and is often 
guaranteed by the road), but merely of the trust estate of the 
equipment. The trustee may be represented by a private person, 
a trust company, a car manufacturer, an association, or all these 
acting together. The point is, the certificate is the right to 
participate in certain property held under trust, which includes : 
(i) the equipment, (2) the legal instrument or lease under 
which the owners or trustees look forward to the final sale to 
the railroad. This legal instrument or lease may be supple¬ 
mented by an elaborate “agreement” between the trustee and 
the railroad. An equipment mortgage bond, on the other hand, 
is merely the promise of the road to pay the bearer or registered 
owner a certain sum, a promise resting on the pledge of equip¬ 
ment with a trustee. An “equipment bond” is not issued under 
the Philadelphia plan, except by the use of a misnomer. There 
have been and are today many attempts to combine the two 
ideas, but, on analysis, it will appear that the final distinction 
lies in the question of the possession of the title to the equip¬ 
ment. The term “equipment note” is sometimes used, and 
may refer either to the Philadelphia plan certificates or to the 
bond. Also various roads have tried to combine the two forms 
by acquiring the equipment, deeding it to a trustee, and then 
leasing it. This is an unfortunate subterfuge. Some roads, 
too, have issued an out and out equipment bond, but have sought 
to give it the appearance of a Philadelphia plan certificate by 
bringing in the lease idea. 

Security Pledged.-The physical equipment that is covered 

by the lien is usually diversified. Of some 414 separate issues 
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of equipment securities outstanding in 1933 approximately a 
seventh were secured by one class of equipment alone and six- 
sevenths by collections of mixed equipment. When one class 
alone is used it is some standardized type used in large quantities 

by many roads-like steel gondola cars, oil tanks, or refrigerator 

cars.” At the time of the original issue equipment obligations 
rarely cover more than 75% of the original cost of the equip- 


* The following are illustrative examples of equipment issues covering 
quite typical collections of cars and locomotives. 

A mixed equipment trust is that represented by the following : 


Chicago, Rock Island and Pacific Railway 
Equipment Gold 4}^s, issued under the Philadelphia Plan, Series Q 
Dated June 1, 1930 

Maturing semi-annually, $468,000, June 1 and December 1 to 
June 1, 1945 

'‘Dividends** (interest) June and December i at New York 
Chase National Rank 
Secured on 

a,000 steel frame and steel underframe box cars 

1,500 steel frame and steel underframe auto cars 

1,000 steel frame and steel underframe coal cars 

1 oil-electric battery locomotive 
40 freight locomotives 
10 all-steel coaches 

4 all-steel parlor cars 

5 all-steel baggage cars 

250 steel underframe stock cars 
250 steel underframe flat cars 
50 all-steel caboose cars 
20 all-steel dump cars 
1 wrecking crane 
1 locomotive crane 

Original cost . $18,729,372 

Cash paid by company (:259k). 4,689,37a 

Certificates originally issued. 14,040,000 

An earlier equipment issue of the same general character is the following : 


Great Northern Railway 


Equipment Gold 5s, Series “B** 
Dated September 1, 1925 

Maturing annually, $575,000, September 1, 1924 to 
Interest March and September 1 at New York 
The First National Bank, New York, Trustee 
Issued under Philadelphia Plan 
Secured on 

30 Santa Fe type locomotives 
28 Mountain type locomotives 
1,500 steel ore cars 

500 steel underframe automobile cars 
125 steel tank cars 
x,ooo box cars 

Original Cost . 

Cash Paid by Company (259k). 

Certificates Originally Issued. 

Public offering October, 1923, at 5:20—5:50 basis 


1938, inclusive 


$1 1,527.457 

2,902,457 
8,62 5,000 


An issue created to take over equipment from the Government in 1920 is 
represented by the following : 
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ment, although the various issues arising from the purchase 
of equipment from the government in 1920 covered the entire 
cost. aa In very rare cases an equipment trust has been formed 
to cover rolling stock already used, so as to give the road money 
to make repairs. bb 

It is now the common practice for the railroad using the 
equipment to guarantee the car trust certificates covering the 

Illinois Central Railroad Company 
Equipment Gold 6s of 1920 (No. 33) 

Dated January 15, 1920 

Maturing annually, $607,800, January 15, 1921 to 1935, inclusive 

Interest January 15 and July 15 at New York 
Guaranty Trust Company, New York, Trustee 
Secured on 

2,650 50-ton composite gondola cars 
150 55-ton steel hopper cars 
850 50-ton steel hopper cars 


Original Cost (approx.)... $9,706,500 

Certificates Originally Issued... 9,706,500 

Matured and Raid, 1933... 8,4 1 2,300 

Outstanding, 1933 . 1,294,200 


Issued to the United States Government at par under Equipment Trust 
Agreement of January 15, 1920, between Director-General of Railroads, the 
Company and the Trustee. 

** Within the past 25 years, or roughly since 1906, there have been certain 
important changes in the terms under which equipment obligations are issued. 
Very briefly, the earlier issues involved an original payment of 10% and 
matured over a period of 10 years. Since 1920 the original payment is seldom 

less than 25%-almost never as low as 10%—and is sometimes as high as 

40% (North American Car Co., series of 1924). The Wabash Railway 
equipment trust obligations of 1924 (Series D) were issued to the amount of 
$1,826,000 on equipment costing $4,083,555. This involved a down payment 
of 55%-. 

Earlier, the Pennsylvania Railroad, by reason of the excellence of its 
credit, was able to sell equipment obligations issued under the Philadelphia 
plan without any initial payment. Within the last 10 years the road has not 
attempted to do this. The lowest initial payment of any of its present equip¬ 
ment obligations was 20% and the highest (Series D, dated May 15, 1926) 
was 30%. 

bb The Baltimore and Ohio—Bethlehem Steel Company Equipment Trust 
(Series D) were secured by secondhand equipment purchased from the New 
England Euel and Transportation Company. 

The Baltimore and Ohio-Seaboard Air Line Equipment Trust (Series S) 

was secured by 16 locomotives bought by the former road from the latter road. 
This issue, however, was for a maximum maturity of only 7 years. 

One of the unusual cases of this character was the Detroit, Toledo and 
Ironton Railroad Equipment Notes of 1914. The issue is explained, of course, 
by the low credit of the road. This trust was created when $2,000,000 was 
borrowed to repair 1,763 coal cars. It was unusual in maturing in three years. 
The borrowing was excessive as new cars could have been bought at the time 
for only a little more money. This railroad and its predecessor have afforded 
the case celdbre of equipment issues/ 1 


41 See note bbb below. 
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equipment it leases, although it is questionable whether or not 
this adds to their fundamental security. Out of the 422 issues 
existing January, 1933, over 271 or 64%* were guaranteed. 
Even the four outstanding issues of the Pennsylvania Railroad 
were guaranteed by the road. In 1925, a study of 111 of the 
largest issues then on the market showed only 22 guaranteed, 
or only 20%. These two computations indicate a distinct change 
of practice within the last ten years. 

When the issue is irregular in some conspicuous respect it 
is almost always guaranteed by the operating road. Likewise 
when an equipment trust is created for one or more small sub¬ 
sidiaries it is usually guaranteed by the parent or allied road. 
Thus the six great issues of the New York Central lines issued 
between 1922 and 1925, aggregating originally about $125,- 
000,000, were guaranteed jointly and severally by the chief 
operating roads of the New York Central group. In a few 
cases the equipment obligations are guaranteed by the manu¬ 
facturer from whom the equipment was purchased. ec Rarely 
is the issue additionally secured by the deposit of collateral 
securities-the Reading issue of 1901, with $833,000 Phila¬ 

delphia and Reading General 4s pledged in addition to the 
equipment is such a case. The issues before 1915 seldom pro¬ 
vided for the payment of the entire issue at the option of the 
railroad, but this provision has been inserted more frequently 
since then. 

Obligations to Refund War Equipment. -Perhaps the 

most notable issues of equipment obligations that have occurred 
within the last few years are those in which the United States 
Government was concerned. This ostensible cooperation be¬ 
tween the government and the railroads represented one of 
the many post-war adjustments by which it was sought, either 
by ordinary or artificial means, to re-establish the customary 
processes of the industrial and financial life of the nation. 

ee The 1910 issue of the Denver Northwestern and Pacific Railroad was 
guaranteed by the American Locomotive Company. The American Car and 
Foundry Company guaranteed the certificates of the St. Louis and San Fran¬ 
cisco Railroad (Series L, 1907) and those of the American Refrigerator 
Transit Company (Series C, 1913). 
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While the railroads were operated by the government dur¬ 
ing a part of the period of the Great War the whole purpose 
was to concentrate the energies and the economic resources of 
the country on winning the war. Consequently comparatively 
little capital was invested by the government in new railway 
equipment during the entire period of its administration of the 
roads and when the time came for the return of the railroads 
to their private owners the equipment then existing was in¬ 
sufficient to the requirements of the traffic. Much of it, too, 
was dilapidated or worn out. Recognizing this situation Con¬ 
gress enacted legislation to enable the individual railroads to 
acquire something over $350,000,000, cost value, of equipment 
either from the government which had purchased it from manu¬ 
facturers or from the manufacturers themselves, who had con¬ 
tracted with the government for the building of the equipment. 

As the railroads alleged that their credit was too poor and 
interest rates too high to enable them to pay for the equipment 
immediately, a plan was devised to use equipment obligations. 
In detail the plan provided for the conveyance of the entire 
rolling stock:, already bought and paid for by the government 
and that contracted for by the government to the Guaranty 
Trust Company of New York, in trust, in return for equip¬ 
ment obligations of a par value approximately equal to the 
cost of the equipment. The Guaranty Trust Company, as 
trustees, then sold the equipment to some 75 railroads, large 
and small, and in varying amounts (from $54,000,000 to the 
Pennsylvania Railroad down to $130,000 to the Norfolk and 
Western Railway) in return for numerous series of equip¬ 
ment obligations all dated January 15, 1920, maturing in equal 
annual instalments during a period of 15 years, and bearing 
6interest. Practically all of these issues were based on con¬ 
ditional sale agreements, although that of the Pennsylvania 
was issued under the old Philadelphia plan of a lease. Simul¬ 
taneously these issues were delivered to the government in liqui¬ 
dation of the amount paid or to be paid for the equipment. 
This plan gave the government a free hand to sell the equip¬ 
ment notes on the open market and reimburse itself for the 
original expenditures. 
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Later, in order to facilitate the sale of at least some of the 
notes, the government stamped approximately a third of cer¬ 
tain issues-in most cases those maturing after 1930-as 

subordinate to the unstamped notes of the same issue. By 
this means two-thirds of the maturities in any one issue were 
made a prior lien to the equipment covered over and above 
the stamped notes. This was a device to give the unstamped 
notes an advantage, in the minds of the ultimate investor, to 
compensate for the fact that the notes were issued for the full 
cost value of the equipment, and a cost undoubtedly inflated 
by the immediate post-war boom of prices. Unquestionably 
the device did give the unstamped notes an ostensible security 
which the conditions of issue did not warrant. But it left 
the stamped notes secured only by an equity in cars and loco¬ 
motives bought at inflated prices, without any original invest¬ 
ment on the part of the railroad and running over a period 
of years not much, if at all, greater than the life of the equip¬ 
ment itself. Obviously, these notes were left in an anomalous 
position, from the point of view of sound investment. And 
yet the government sold these subordinated notes so that the 
entire venture has yielded a profit. 

In January, 1933 there remained in the hands of the public 
only $34,800,000 of these war rehabilitation obligations, 
amounting originally to nearly $350,000,000. This was barely 
10% of the original issue, all the rest having been paid by the 
roads to which the equipment had been sold. Of this amount 
there is no question of ultimate payment, as the several issues 
mature, except possibly to the extent of not more than $2,000,- 
000. Thus the poorest, in the sense of the least secure, of any 
large issue of equipment obligations issued within the last 50 
years, proved entirely satisfactory to the investor. 

At the time of issue some government officials and certain 
western congressmen pretended that this whole piece of legis¬ 
lation was an insidious and perhaps unwarranted government 
subsidy to help the railroads. Possibly this was so, but the 
plight which railroads found themselves in both with regard 
to equipment and credit was very largely due to the general 
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inefficiency of a federal bureaucratic administration of the 
carriers, and the government itself was borrowing money at 
the time for less than 5% while it was charging the railroads 
6%. 42 The government settled with England and Italy at a net 
return to the American taxpayer of less than 3% in one case 
and less than in the other on its international advances, 

and it is now probable that our government will be unable to 
collect on most of these foreign government debts. Whereas 
it has not only collected the entire advances to the railroads, but 
it has made a profit from the whole transaction. dd 

Period of Payment. -The provision of the government 

equipment obligations that permitted their payment over a period 
of 15 years, rather than 10 years, has been generally followed 
by current practice. Before the government equipment obliga¬ 
tions of 1920, 10 years was almost without exception the life of 
equipment trusts. Between 1920 and 1924, 10, 12, and 15-year 
trusts were written. After April 1, 1925, no 10-year railroad 
equipment trusts were written and only a few of 12 years. 
Fifteen years became the universal length for railway equip¬ 
ment trusts. The Central Railroad of New Jersey seems to 
have held on to the 10-year form longer than any other road. 

The Buffalo, Rochester and Pittsburgh Equipment Trusts 
(Series A, B, C) broke most of the canons, in that they were 
issued for the actual value of the equipment purchased, ran 
for 20 years, and carried a sinking fund of only 5 ^/o to 6%. 

Electric car trusts have still retained the ten year period 
(Electric Railway Equipment Securities Corporation, Series of 
1927 and Series of 1930 and the Philadelphia Rapid Transit 
Co.) ; so have some of the refrigerator lines (Union Refrigera- 

d<1 Along the line of government assistance in financing the purchase of 
railway equipment was the formation of “the National Railway Service Cor¬ 
poration in 1920. This was organized as an initial step toward the ownership 
and control of railway equipment by a single corporation, operated in the 
interest of the railroads primarily, rather than for profit. Very little progress 
has since been made in this direction. 

42 Further information concerning - this whole episode in railroad finance may be 
found in Duncan, Equipment Obligations, Chapter IV (1924) » n° Chron. 922, 1 11 

Chron. 751, 3587 (1920); also a booklet issued by Freeman and Company, New^ York, 

Information regarding Equipment Trust Agreements Executed by Railroads and Director 
General of Railroads (1921'). 



CORPORATION SECURITIES 


356 

tor Air Line under the direct control of the American Car and 
Foundry Company). The conditions of marine equipment 
issues are somewhat different and cannot be brought under the 
generalizations of railway equipment obligations. 

A study was made of 180 equipment obligations selected 
at random, issued from 1907 to 1931, inclusive, with reference 
to length of maturity. 43 The results may be briefly summarized 


as follows : 

Total 

Included Under 10 IO 11 to 14 *5 

Period in Study Years Years Years Incl. Years 

1901 to 1919 incl. 51 1 43 1 6 

1920 to 1931 incl. 129 6 8 IO 105 


At the time of the government issues, January 1920, the 
equipment notes were secured by equipment purchased at ab¬ 
normal, war-inflated prices, much of it already in service. 
Nevertheless, the issues covered the full cost of the equipment 
and were to run for 15 rather than 10 years. Several years 
previously a committee of the Investment Bankers Association 
of America had been appointed to make a careful study of the 
whole subject of equipment obligations. It had reported, as 
early as 1913, recommending that precautions be taken in order 
to maintain the investment strength of equipment obligations. 
The report suggested the use of “only the old-time 10-year 
serial form with a minimum of 10% of the cost paid down in 
cash when the bonds are issued; but in view of the great initial 
depreciation, 15% is much more to be desired . 99 44 Nevertheless 
the government issues of equipment obligations have turned out 
satisfactorily to the investors, 43 so that the reputation of equip¬ 
ment obligations for excellence of investment has been fully 
maintained in spite of this anomalous issue and in spite of the 
lengthening of the period of instalment payment. 

Value as Investment—Fundamental Security. -The abil¬ 

ity of the railroads to make use of equipment obligations rests 
upon their value as investment securities. Any attempt to pass 

43 Mullowney, R. D., Equipment Trust Bonds, Harvard Graduate School of Business 
Administration (1933). 

44 Proceedings Investment Bankers Association of America, 4, 1913, page 106. 

46 See account of these issues, page 354- 





EQUIPMENT OBLIGATIONS 


357 

judgment upon this phase of the subject must concern itself 

with at least three questions-the value of the fundamental 

security at all times behind the equipment obligations, the rela¬ 
tive values of the different legal types of issue, and finally the 
experience of investors, over a period of upward of 60 years, 
with the treatment of equipment obligations in railroad failures 
and reorganizations. In order to simplify the subject each of 
these phases will be discussed separately. 

From the point of view of the investor, the first considera¬ 
tion affecting the security behind his equipment obligation is 
the proportionate share of the total realizable, selling value of 
the equipment that is covered by its lien. In this respect the 
basis of his judgment of security is no different from that 
of the holder of a mortgage on a farm or an automobile. And 
in order to determine the net selling price value of cars and 
locomotives the investor ought to be able to estimate their prob¬ 
able cost when they were first acquired-whether purchased at 

times of general high prices or low prices-and the present and 

probable future cost of the same equipment. Further than 
this he should be able to estimate the relative deterioration in 
value of equipment through use, depreciation and obsolescence. 
Unfortunately the average investor cannot acquire accurate 
knowledge on these matters. He must be content to rely on 
certain general assumptions of cost, depreciation, and salvage 
value. Hence, in order that equipment obligations shall main¬ 
tain, as a class, a high standing among investment securities, 
railroads should exercise every care that each issue shall come 
well within any reasonable presumption in regard to probable 
cost, and that the certificates shall be paid off more rapidly than 
the equipment declines in selling value according to any recog¬ 
nized standard. Only by scrupulously observing these condi¬ 
tions can the railroads constantly maintain the high investment 
standing of their equipment obligations. 

Cost and Depreciation of Equipment. -It is extremely diffi¬ 

cult to form an accurate idea from the outside of the real cost 
and value of the equipment covered by any issue, unless it is of 
one standardized pattern. Undoubtedly the average prices of 
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equipment have risen during the last 20 or 30 years, but this 
general rise in prices has been due largely to the fact that there 
has been a steady increase in weight, quality, and durability of 
railway equipment. It is, therefore, somewhat difficult to com¬ 
pare equipment price levels at different times. ee Probably the 

• e A writer estimated the average net cost of a standard 40-ton steel under¬ 
frame box car for the 8 years from 1908 to 1916 to be $947, with extremes 
from $844 to $i,200. 4# A computation was made in 1918 of the cost of special 
equipment securing different equipment issues covering a single class of roll¬ 
ing stock ; they include practically all of each type outstanding between 
November 1, 1914, and February 1, 1917. 


Kind of Equipment 

Number 

of 

Series 

Total 
Number 
of Pieces 

Total Cost 

Cost per 
Unit 

Locomotives (not special type) ......... 

- 17 

47 3 

$ 8 , 313,443 

$17,363 

Steel Underfrarae Box; Cars. .......... 

. . . 13 

30,636 

35,067,383 

1,113 

Steel Underframe Refrigerator Cars... 

_ 45 

3,525 

6,385,055 

I ,783 

Steel Ciondola Cars.. 

_ 8 

10,500 

13,49 *,946 

1,1 83 


The costs of equipment rose very rapidly during the Great War and sub¬ 
sequently, so that the prices mentioned above are not indicative of a perma¬ 
nent level of price. It is extremely difficult, however, to determine definite 
prices, owing to the great variety in size, weight, and quality of the same type 
of equipment. The Illinois Central Railroad purchased 2,350 freight cars in 
1922, mostly of the gondola type, at a cost of $4,071,500, or at the rate of 
$1,732.55 apiece. The Cincinnati, Indianapolis and Western Railroad (Equip¬ 
ment 5J/3S, Series C) purchased in 1922, 207 standard steel under frame gondola 
cars for $375,653, or $1,814.75 per car. A group of coal companies purchased 
in 1923, 500 hopper cars at a cost of $1,350,000 (Emmons Equipment 6s), or 
$2,600 each-. In 1926, the Chicago and Eastern Illinois Railway purchased 
500 70-ton hopper cars at a cost of 2,400 each. In 1927, 500 50-ton steel 
underframe box cars cost the Chicago, St. Paul, Missouri and Omaha Rail¬ 
way $2,213 each. It would seem as if standard equipment, now used by many 
lines, such as steel underframe box refrigerator cars, could be accurately 
valued. The following table, condensed from over twenty separate equipment 
purchases, facilitates an appreciation of the difficulty. 


Number Number Cost 

Date of Trusts of Cars per Car 

1923. 1 3,000 $3,500 

*923. 1 S* 3 oo 3,400 

19-24. 4 5,000 3,990 

*925. 1 600 2,350 

*926. 3 7,475 3,050 

1927 . 3 3,370 2,985 

1928 . 3 1,100 3,870 

1 929 . 3 1,500 3,900 

* 93 °. 2 1,490 3,100 

1 93 *.-. 2 725 3,900 

Average . $3,993 


The American Car Institute, an association of the railway car manufacturers 
in conjunction with the American Railway Association, recently developed a 
standard all steel 50-ton box car. The cost in 1931 of this standard car was 
about $1,800. This would give an approximate figure, subject obviously to 
changes in the general price level. 

48 For discussion sec 7 N. Y. Times Annalist 116 (1916). 
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most difficult class of equipment to value is locomotives. Their 
quality improved very much in the period from 1905 to 1929, 
and there is no uniformity in price." The obstacles to working 
out a general basis for railroad equipment cost are therefore 
almost insuperable. It is extremely difficult to form such an 
estimate even for one type of equipment. 88 Yet the investor in 


ft From the preceding note it will be observed that the average unit cost 
for a locomotive, in equipment outstanding between 1914 and 1917, was 
$17,362. In 1923, the Harbor Belt Railroad (Equipment Gold 5s) purchased 
25 Mikado type locomotives for $1,233,000, or $49,320 per locomotive; in 
1929, the Chicago, Indianapolis and Louisville Railway paid $85,000 each for 
heavy Mikado locomotives. The Cincinnati, ISTew Orleans and Texas Pacific 
Railway purchased in 1918, 25 heavy freight locomotives for $1,868,250, or 
$74,730 per locomotive ; in 1930, the Chicago Great Western Railroad paid 
exactly $100,000 each for 30 heavy freight locomotives. A. powerful alter¬ 
nating current electric locomotive cost, in 1929, about $150,000. The whole 
tendency of American locomotive manufacture is to increase the “horsepower 
output at speed.” To accomplish this, expensive special devices have been 
added, such as siphons, feed water heaters, roller bearings, and the like. 
These improvements have added greatly to the cost of the locomotives, but 
have increased correspondingly their evaporation rate and high tractive 
capacity at speed. One of the large locomotive manufacturers reported that 
his records show that in 1911 the average tractive power per locomotive was 
28,300, whereas in 1931 it was 45,810. An important railway journal makes 
the following comment on obsolescence of railway locomotives. “About one- 

sixth of the present locomotive inventory-the locomotives built within the 

past twelve years—can be classed as modern. About 30% are between 12 and 
22 years old and are more or less obsolete. High capacity at speed is the out¬ 
standing characteristic of the modern locomotive. Great evaporative capacity, 
high super heat, high steam pressure, and large driving wheels are mainly 
responsible for the great superiority of locomotives built during the past 
12 years.” 47 

** Careful statistics gathered by the American Car Institute—referred to 
above——indicate that the unit pound cost of railway cars has approximately 
doubled since 1914. This is shown by the following figures taken at certain 
intervals. 

(Average "Price per Pound.) 
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4 
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97 

6.82 
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4.62 
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4.81 
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5-08 
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4 
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2.63 
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94 
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Price 
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per lb. 
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4 

Level 

2.26 

100 

2.30 

102 

2.25 

99 

6.36 

282 

4-45 

197 

4-45 

197 

4-66 

206 

4-75 

210 


Too few orders for new cars were placed in 1931 and 1932 to give significance to 
any computations. 


47 Railway Age, March as, 1933. 
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equipment obligations should bear in mind that railroads are 
prone to buy their equipment during “boom” periods of the 

industrial cycle-because at such times their existing facilities 

are stretched to the utmost-and at such times equipment prices 

are apt to be at their peak. And they should bear in mind, also, 
that if the trustee of an equipment trust ever is compelled to 
take possession of a miscellaneous lot of railway equipment, it 
will probably be at the bottom of a business depression when 
such property has the lowest replacement cost, and is least in 
demand by other roads. Second hand railway equipment was 
practically unsalable in the winter of 1932—1933. 

Depreciation and Repayment.-Granting, however, that a 

certain railroad was shrewd in its purchase of equipment, at 
the time its equipment trust was created, and that it paid at 
least a fourth of the cost at the beginning, the provision of the 
lease contract of most importance to the investor is that deal¬ 
ing with the rate at which the loan shall be paid. Under all 
circumstances railroad equipment wears out rapidly and much 
of it quickly becomes obsolete. hh Were there no means of 
fully maintaining the equity behind an equipment lien, there¬ 
fore, it would be the weakest kind of corporate security. Yet 

**** It is often contended by railroad engineers that obsolescence is greater 
with locomotives than with any other form of equipment. While this may be 
true, it should be remembered that an obsolete locomotive can be used on 
branch lines and for company work, whereas obsolete freight cars are uneco¬ 
nomical however employed. Obsolete passenger cars are even worse because 
besides being inefficient, they usually tend to create ill feeling among the 
patrons of the road. 

Duncan 4 ® appears to be of the belief that obsolescence is not a factor affect¬ 
ing future values. Of that the future only can tell, and it is the future which 
especially concerns the investor. While the argument might hold for steel 
underframe cars of standard construction, it certainly would be preposterous 
to maintain in the light of past experience, that locomotives are not subject to 
obsolescence. 

In the opinion of the writer that class which suffers least in value through 
use—both physical depreciation and obsolescence—is the steel under frame 
tank car for the transportation of petroleum products. Yet it is interesting 
to note that of all series of equipment obligations issued since 1920 those 
secured by petroleum tank cars matured most rapidly—many of the issues in 
less than 5 years. Many of these issues were brought out by oil companies ; 
and investors were presumed to be suspicious of any kind of bond of a petro¬ 
leum company unless the strength of security was unusual. 

** Equipment Obligations, J65 < 1924). 
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by making it mandatory on the part of the road to pay off the 
obligations faster than the equipment wears out, the equity to 
the noteholders is not only maintained but may even be in¬ 
creased. To achieve this result, certain definite presumptions 
must be made, the most important of which is the true rate of 
depreciation. 

The investigations of the Master Car Builders Associa¬ 
tions and the various studies that have appeared from time to 
time in the railroad periodicals have assumed the existence of, 
and have sought to determine a theoretical period of usable 
life for railroad rolling stock. Such a computation is not 
sufficient for the holder of equipment obligations, because, from 
his point of view, the value of rolling stock is not its theoretical 
usable value, but its exchange or ready sale value. 11 For, while 
it is perfectly true that the development of steel construction, 
particularly the steel under frame, has very much increased the 
serviceability of the car it is not clear from records that the 
salable life of the car is any longer. The two criteria are 
essentially different. A car may have a theoretical life, based 
on an arbitrary depreciation constant, long after it ceases to 
have a second-hand sale value. It may be held in reserve for 

freight congestions when it cannot be sold-except at the very 

time of the freight congestion. Moreover, the constants worked 
out by the manufacturers are based on mere decline in physical 
value through use, and presume only an arbitrary and slight, 
if any, constant of obsolescence. Furthermore, the annual cost 

11 Duncan 4 ® suggests tHat tHe consideration of second-hand sale value of 
equipment is not significant, owing to the uncertainties attendant upon the 
sale of any particular lot of rolling stock. Unquestionably the results of the 
sale of any particular lot of equipment at some future time is problematical. 
So is the future sale price of mortgaged farm^ land or urban buildings, as 
banks throughout this country of ours found in 193 1 and 1932; so is the 
result of the sale of any property pledged as security for a loan. If a certain 
and accurate knowledge of the future sale value of^ pledged or mortgagee! 
property were necessary to enable banker, bank-examiner, or investor 1° 
mate the value of loans on these other forms of property, things would be 
somewhat different from what they are now. Duncan admits in another 
of bis book that the investor holding equipment obligations is more interested 
in "what the specific property will bring at a sacrifice sale as second-hand 
equipment" than in any arbitrary value based on theoretical depreciation. 


Op. cit., page 266, note 431 pages 181 to 185. 
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of repairs increases as the car ages, so that there comes a time 
when it is cheaper for a road with credit to “scrap” the cars 
than to meet the constantly increasing cost of repairs. In fact, 
after a time the value of the car becomes a kind of constant 
scrap value, the use and sale value being functions of the repair 
charges. From these theoretical considerations and such figures 
as the writer is able to gather from practical railroad men, he 
is of the opinion that collections of mixed equipment, con¬ 
sisting of ordinary locomotives to about a third of the total 
amount and the other two-thirds standard cars readily usable 
by other roads, have a salable life of about 16 years. JJ At the 
end of this time it has a scrap value of about 15^ of its original 
cost. This scrap value suffers only slight diminution during 
the next 5 to 10 years, provided sufficient sums are annually 
spent in repairs to take care of the obvious decays and break¬ 
ages. For purposes of computation we may assume, therefore, 
that the equipment declines 85^ in value during the first 16 
years of its life. The decline in salable value appears to be 
more rapid during the first 3 years of the equipment's use and 
less rapid during the last 4 or 5 years, than an arithmetically 
regular decline would imply. During the first year, this decline 
is fully a" half more than what the average of the period would 
be, whereas the decline during the last year is only about a half 
that of the average. From the fourth to the eighth year, the 
decline is the average. 

It should be remembered that any such computation is in¬ 
exact and at best a mere guess. It is, however, much more 
accurate for the purposes of judging the second-hand sale value 
of equipment, than that of the Master Car Builders Association, 
which concerns itself merely with usable value based on material 
depreciation. On the other hand, general economic conditions 
may entirely upset these estimates. If the equipment is bought 

JJ At the time of the revision of Financial Policy of Corporations 00 in 
1926 the author hazarded the guess that 13^ years represented the average 
salable life. Since that time the older equipment obligations have matured 
and been paid off. Cars are much heavier than formerly ; more steel, propor¬ 
tionately, is used in the construction. Locomotives are larger. They are 
better equipped and have a higher average horsepower at speed. 


Dewing, A. S., Financial Policy of Corporations (ad rev. ed., 1926). 
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just before a general business “boom,” it is entirely possible 
tbat the subsequent rise in the initial cost prices of equipment 
and the necessities of other railroads might create a situation 
such that year-old cars could be sold for more than they cost. 
It is quite true that a standard steel underframe box car, bought 
in January, 1915, could be sold in January, 1916, after a year 
of reasonable use, for more than it had cost; it is even probable 
that this same car could be sold January, 1917, after 2 years 
of use, for what it had cost. Of course just the reverse is true 
if the equipment is bought at the height of a boom period.* 11 

With these assumptions in regard to depreciation and obso¬ 
lescence one may construct a table indicating the probable 
equity behind the various maturities of a single issue of equip¬ 
ment obligations. For the purposes of illustration we will 
assume that a lot of mixed equipment cost $2,000,000, that the 
railroad made an initial payment of 25 °/a or $500,000 and 
created an issue of equipment obligations due in fifteen equal 
annual instalments of $1,500,000.“ This can be seen at a 
glance from the table on the following page. 

kk Owing to the importance of the subject much has been written concern¬ 
ing the depreciation and obsolescence of railway rolling stock. Unfortunately 
there is no unanimity of opinion, even among practical railroad operators. 
The Master Car Builders Association estimates for cars as follows : wooden 
bodies and wooden under frames annually ; wooden bodies and steel under- 

frames 55^2% ; metal bodies, steel underframes and trucks 59 *?- This basis was 
taken by the statistician of the Guaranty Trust Company in figuring margin 
of safety for equipment obligations. 61 Chamberlain 62 uses a rough estimate of 
15 to 20 years, as the life of equipment. The Pennsylvania Railroad has used 
39 ^ for freight cars and for locomotives. Rates have varied. 63 

11 Similar calculations of the equity behind equipment obligations at vary¬ 
ing periods of their life have been made by other writers using slightly differ¬ 
ent assumptions for the rates of depreciation. Three such calculations have 
received publicity, in no one of which do the peneral results differ from the 
computation here given. The Guaranty Trust Company’s calculation is based 
on the ^Master Car Builders Association’s figures for depreciation cited in a 
previous note. It shows a larger proportionate equity during the first few 
years of the equipment trust. Chamberlain explains the same principle by 
means of a diagram but is somewhat vague and unscientific in the use of his 

61 See Railway Equipment Obligations, page 9 (3rd ed.). 

63 Chamberlain, L., Principles of Bond Investment, p. 309 (1911). 

113 See Dill, T. R., Jour. Acct. (January, 1917) giving statistics. There were three 
brief essays by the distinguished accountant of the Union Pacific lines: Mahl, W., 43 Ry. 
Age Gaz. 418 (1907), 48 ibid. 400 (1910). 48 ibid. 1249 (1910). These articles, although 
old, are the classics of the subject. Also from the point of view of accountants Stockwell, 
H. G., Depreciation, Renewal and Replacements, Accountants' Year Book, Am. Assn. 
Pub. Accountant for 1909, 192; also Saliers. Depreciation, Principles and Application 

(1922). See Accountant's Handbook (Paton, Ed.), 1933- 
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0 
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a. 
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8* 
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1 X 0,000 

700,000 

300,000 

57 ^> 

13. 
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14. 
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90,000 

5 1 0,000 

3 1 0,000 

39 % 

15 . 

100,000 

4 

80,000 
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16**. 

17***. 

0 

35 

3 
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70,000 
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$1,7 00,000 
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* 8 per cent of $2,000,000-assuming approximately 1 50% the average depreciation 

(sale value) during the first of the 16 years of life, and a scrap value of 15% of cost, or 
$300,000 at end of 16 years. 

** Final payment at beginning of year. 

*** Scrap value of 15% of cost, or $300,000 at end of 16th or beginning of 17th year. 


If the presumptions and reasoning suggested in the second 
preceding paragraph are applied, it will be clear that, at the 
end of the 15 years during which the certificates are being paid, 
the equipment has not quite reached its scrap value of 15% of 
cost. This will be reached at the end of the next or sixteenth 
year so that when title to the equipment is acquired by the rail¬ 
road at the end of the fifteenth year, it still will have a little more 
than its scrap value of $300,000. 

Furthermore, it should be noted, from an inspection of this 
tabulation, that a period of 15 years is quite long enough a 

period over which to extend the payment of the certificates- 

provided, of course, that our assumptions of 16 years of life 


depreciation constants, though more exact than the computation here given in 
the use of semiannual rather than annual instalment payments. His diagram 
shows at a glance, much better than figures, the principle of increasing equity 
behind the equipment obligations .* 4 The third calculation is that of Duncan 
described in note nn. 


84 Chamberlain, L., op. cit. 
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and a 15% scrap value at the end are tenable. If the original 
payment by the road is 25% of cost, or more, the equity of the 
road in the equipment is probably ample to protect the investor. 

In fact, the large initial payment of 25%-even though the 

instalment payments run over 1 5 years-probably gives greater 

security to the investor than the old plan involving a 10% first 
payment and a more rapid amortization over 10 years. Con¬ 
sidering the heavier and more substantial designs of the present 
models of railway cars and locomotives this newer plan is dis¬ 
tinctly to be preferred.”" 1 It should also be noted from the 
tabulation that the instalment payments should begin within 
a year of the initial issue. The immediate depreciation in sale 
value as soon as the equipment is placed in service will jeopardize 

mm A practical illustration of the necessity of insisting that the equipment 
obligations shall be issued in strict conformity to established practice is that 
of the 'Wheeling and Lake Erie Railroad 5% Equipment Bonds, issued in 
1902. They were payable in instalments of different amounts until 1922, and 
therefore irregular in having double the life established by conservative prac¬ 
tice. A receiver for the road was appointed in 1908. He continued to meet 
the sinking fund instalments until January 1, 1915, when he defaulted, and on 
July 1, 1915, defaulted on the interest. In the spring of 191b, the time at 
which the previous comparisons were made, the road’s underlying first mort¬ 
gage bonds commanded a 4.92%) credit, notwithstanding the receivership. In 
a previous note it was pointed out that ordinarily the value of equipment obli¬ 
gations is affected but little by receivership. Yet in this case, the certificates 
yet unpaid declined to only 60% of par, at which price they were selling on a 

15 % basis-provided one assumed their payment at maturity. Owing to the 

long period during which the road had been paying for the equipment, the 
value of the rolling stock had declined to less than the face value of the out¬ 
standing certificates ; hence the receivers had every reason to regard the pay¬ 
ment of the certificates as of doubtful expediency. 

The treatment of these certificates in the final reorganization is interesting 
and suggestive of the fundamental investment strength of all types of equip¬ 
ment obligations-even those issued under irregular and weak conditions. 

After the certificates had been in default for over a year, the reorganization 
managers, in contemplation of the forthcoming reorganization, agreed to pay 
the back interest and to pay 35 % of the face of the outstanding certificates in 
cash and to give new 4 *¥o Secured Sinking Fund Equipment Notes for the 
remaining 65%. These new notes were secured by the old unmatured equip¬ 
ment bonds, which in their turn were secured by the equity in the equipment. 
The reorganized company agreed to buv and cancel one-sixth of the new notes 
each year until the entire issue was redeemed. Considering the weakness of 
the conditions under which the original bonds were issued, the reorganization 
managers were exceedingly liberal to the holders of the outstanding obliga¬ 
tions. In the years following the receivership, the management of the reor¬ 
ganized road paid the refunded certificates in full. The investor, therefore, 
lost nothing. 
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the investment value of the entire series unless the principal 
amount is continuously reduced. 1111 


Relative Investment Value of Three Forms.-The second 

phase of the investment value of equipment obligations, which 
we propose to discuss, is the relative legal and equitable strength 
of issues created under lease, conditional sale and mortgage. 
There is no question in the mind of any student of the subject 
that the mortgage is the weakest of the three. 06 The railroad, 
in this case, has title to the equipment. And although the equip¬ 
ment mortgage bondholder has a lien on the specific lot of 
equipment he runs the gauntlet of having this lien destroyed 
by interpolation, ahead of it, of receivers* certificates, previously 
existing blanket mortgages and the claims of judgment credit¬ 
ors. It was to avoid just such dangers that the first lease-hold 
obligations were originally created. As nothing has occurred 
in the last 50 years to strengthen the position of the holder of 
a mortgage on equipment over that of the owner, under a lease 
or conditional sale agreement, one can pass over this phase of 
the subject without further comment. 00 


n " Trust agreements are sometimes drawn which provide that instalment 
payments Shall not begin for four or five years after the date of issue. Unless 
the original purchase payment is unusually large, this reduces the security of 
the obligation. The Southern Pacific Company’s obligations follow this plan, 
but they are protected by an unusually large original payment. 


Series 

E 

F . 

H 

I 

J . 


Number of Years 
before First 
Payment of 
Principal 

4 

5 
3 
5 
5 


Original 

Cash 

Payment 

33 

35 

30 

35 

35 


A similar, and perhaps more exhaustive study of the same character was 
made by Duncan. He has made assumptions somewhat different from those 
employed in this analysis and has worked out the results with much greater 
elaboration. He has constructed a diagram which illustrates at a glance the 
effect of the operation of both serial maturities and depreciation (both straight 
line depreciation and liquidation value) on the equity of succeeding maturities 
of the same issue. 5 * 

00 An excellent illustration of the difference of strength between mortgage 
equipment bonds and those issued under a lease or a conditional sale agree- 


66 Duncan, op. cit 180 ff. 

M See the extended account in Duncan. Equipment Obligations, Chapter V (1924), 
dealing with equipment obligations at common law for references and citations. 
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Lease vs. Conditional Sale. -A question of much greater 

subtlety and of greater practical significance is the relative 
investment strength of the Philadelphia plan certificates, as 
compared with those issued under a conditional sale agreement. 
Most writers have presumed a superiority of strength in the 
lease certificates. 58 This presumption has been denied on the 
ground that all the legal citations which enable a lessor to 
withhold the equipment from the creditors of a railroad would 
apply equally well to a seller under a conditional sale agree¬ 
ment. 59 Unfortunately, this specific question has never been 
decisively adjudicated in any actual legal case. We are thrown 
back, therefore, upon certain inferences, some of which are 
significant. 

There are three lines of reasoning which tend, in the 
writer’s opinion, to support the view that certificates issued 
under the lease, or Philadelphia plan, are to be preferred over 
those issued under a conditional sale agreement. The impor¬ 
tance of the subject warrants a consideration of each of these. 

Legislative Status. The first is suggested by the condi¬ 
tions surrounding the origin of the Philadelphia lease plan. 
The courts of Pennsylvania and certain other states have 
failed to recognize, in their common law decisions, the condi¬ 
tional sale of movable personal property as a valid means for 
holding property against the creditors of the purchaser. Now 
it is undoubtedly true that the legislation of most, if not all, the 
states of the Union-including Pennsylvania and the other 

ment is afforded by the reorganization of the Norfolk: and Western Railroad. 
There were at the time of the failure two groups of equipment obligations : 
(1) Equipment Mortgage 5^0 Bonds of 1888, $4,114,000 outstanding. These 
were not issued under the regular Philadelphia plan. (2) Car trust obliga¬ 
tions, various issues and maturities, $3,125,000 outstanding. These were 
issued under the Philadelphia plan in its simple form or with certain unim¬ 
portant modifications. In the reorganization, the equipment bonds were re¬ 
funded or disturbed-as it is called in reorganization parlance—the holders 

receiving new bonds and stock, whereas the car trust obligations were paid in 
cash, although it required over half the $5,555»ooo of money raised for imme¬ 
diate needs. 67 

* T Tor plan see 6a Chron. 641 (i8q6). _ 

See Chamberlain, L., Nature of Equipment Trusts, 17 Moody 585 (1914); Equip¬ 

ment Trusts, 127 Outlook 608; Beach, S. FT., Railroad Equipment Obligations (1920); 
Cassett & Company, Philadelphia, Equipment Trust Secririties (1921); Dewing, A. S., 
Railroad Equipment Obligations, 3 Am. Ec. Rev. 353 (1917). 

M Duncan, Equipment Obligations, 123 C1924). 
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states where the conditional sale is not recognized at common 
law-have enacted statutory legislation specifically acknowledg¬ 

ing the legality of the conditional sale of railway equipment as a 
means for segregating this particular type of obligation from 
the other credit obligations of a railroad. Many of these 
statutes describe, in detail, certain conditions, which, if com¬ 
plied with by all the parties concerned, ostensibly render equip¬ 
ment obligations issued under a conditional sale agreement 
immune from attack by all other creditors of the railroad. So 
far as these statutes can go, they have undoubtedly gone in put¬ 
ting conditional sale agreements on the same footing as equip¬ 
ment leases. But statutory enactment is not law. Until the 
complete validity of these statutes has been tested, by numerous 
and final court decisions, they remain merely the “dicta” of 
more or less intelligent legislators. Furthermore, the status 
of equipment obligations so seldom comes within the purview 
of the courts that there have been practically no court decisions 
on this very point, nor on the constitutionality of the statutes 
themselves. But even if there had been decisions in certain 
states construing the conditional sale to be equivalent in security 
to lease,-there would remain other jurisdictions, to which these 
decisions might not apply, and into which portions of the equip¬ 
ment might wander. The equipment might, conceivably, be 
held by a creditor. Consequently, the lease form, which is not 
susceptible to the uncertainties of court-made law, on this par¬ 
ticular point, must remain in the stronger position. 

General Repute. The second point in favor of the lease, 
rather than the conditional sale, is the general acknowledgment 
of its superior strength. Besides the admissions of various 
writers on the subject pp one of the strongest explicit acknowl¬ 
edgments of the superior strength of the Philadelphia lease 
plan is the discriminating attitude observed by the directors of 

pp For example. In an article 60 the writer explained the Philadelphia Plan 
in a superficial manner and employed its modtts operattdi to indicate the basis 
of the investment strength of investment obligations. No mention whatever 
was made of the conditional sale plan. 

*° Outlook Magazine CApril 13, xgax). 
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the National Railway Service Corporation,^ and by the direct¬ 
ors of all the independent car associations, even the Pacific 
Fruit Express." Provided the obligation is issued under the 
Philadelphia plan, there is a growing inclination on the part of 
both investment bankers and investors to take the equipment 
obligations of roads with poor credit. 88 This latter preference 
has now such a practical significance that, aside from the few 
outstanding government equipment obligations, only 5 of the 
total issues outstanding in January, 1933 were not issued under 
the Philadelphia plan. 11 And of these few most represent issues 
brought out before 1925. Cars and locomotives are necessary 
to the operation of the road even during the receivership; and 
ordinarily the unpaid equipment notes, in any car trust, are 
less than the cost of replacing the equipment. Further, the 
court appointing the equity receiver of a financially embarrassed 
railroad secures jurisdiction only over the res of the railroad 
corporation, that is the property to which the railroad had an 
equitable or legal title. Now if the equipment obligations are 
issued under the Philadelphia lease plan the railroad has not 
even a shadow of a title to the underlying rolling stock, and 
hence this rolling stock does not come under the jurisdiction of 

a< * This was organized largely through the efforts of National Association 
of Owners of Railway Securities in order to secure, through government aid 
and cooperation among the railroads, a permanent vehicle for financing rail¬ 
way equipment. So far only a few equipment contracts have been executed. 
In those cases, however, the corporation has followed the practice of insisting 
on the Philadelphia “lease" plan when the credit of the railroad was weak, but 
of allowing the conditional sale contract with roads of strong individual credit. 

rr The equipment obligations of this association shared with the equipment 
obligations of the Norfolk and Western Railway the honor of selling, in the 
spring of 1933, on the lowest interest basis of any railway securities of any 
description, barely 3.25^ * x 

mm This point has been discussed with a large number of bank and insurance 
officials who are responsible for the institutional purchase of securities. In 
cases when the official understands the distinction between the lease and the 

conditional sale plan-which seems not always to be true-fully three-fourths 

alleged their preference for the lease form, and emphasized its especial impor¬ 
tance for equipment obligations of roads with weak credit. 

** There were outstanding January 1, 1933, 422 separate important issues 
of equipment obligations, including those of Canadian companies, car associa¬ 
tions and freight lines. Of these 422 issues, 62 represent the remains of the 
government obligations which were not issued under the Philadelphia plan ; 
and of the remaining 360 issues, 18, or exactly 5% were not issued under the 
Philadelphia plan. 


**■ See page 34*. note a. 
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the court. I f the equipment notes are issued under a conditional 
sale, the railroad does acquire at least a shadow of an equitable 
title to the equipment uu and over this shadow the Court, in its 
equitable powers, takes jurisdiction. 

If the Court has jurisdiction over even this shadow of an 
equitable title then the trustees or vendors must obtain the con¬ 
sent of the Court to segregate and remove the equipment. And, 
finally, if the Court takes a very liberal or “public policy” atti¬ 
tude toward the property in its hands, as several judges have 
done in the past, this consent may be refused on the grounds of 
the paramount public interest. From this refusal the vendor, 
under the conditional sale, could appeal, but time would be con¬ 
sumed during which the receiver would have absolute control 
over the equipment. Moreover, the final adjudication of subtle 
points covering the equitable powers of a court in protecting the 
public interests is always problematical, whatever the apparent 
trend of the substantive law. At all events, temporarily at 
least the specific purpose of the conditional sale in withholding 
control of the equipment from the railroad during default of 
the instalment payments would be defeated. This reasoning 
does not apply to equipment obligations issued under the Phila¬ 
delphia l^ase, because not even the shadow of an equitable or 
legal title passes to the railroad. 

Equipment Obligations in Reorganization.-It would be 

a serious omission, if, in discussing the investment value of 
equipment obligations, we were to omit at least a brief refer¬ 
ence to their treatment in past and present railroad reorganiza¬ 
tions. Judged by this test, equipment obligations are among 
the strongest, if not the strongest form of corporate security. 
Knowing that the railroad cannot be operated without cars and 
locomotives and that it would be wasteful and inexpedient to 
sacrifice the equity remaining to the road, receivers have almost 
invariably continued the payments on the equipment trust inter- 

““ Metropolitan Trust Company v. Railroad Equipment Co., 108 Eed. 918 
(1901) is usually cited as one of the Federal Court decisions which gives 
strength to equipment obligations ; yet in it are the significant words ‘‘The 
interest of the railroad companies and their mortgages was but an equitable 
interest, and subject to the terms of the conditional sale.” 
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est and instalments. If necessary, receivers’ certificates, taking 
priority over mortgage liens, have been authorized to meet these 
payments. vv Furthermore, at the time of reorganization the 
holders of outstanding equipment obligations have, in a few rare 
cases, been asked to refund their securities on an advantageous 
basis; in still rarer cases they have been asked to undergo 
what would seem like permanent sacrifices. ww In contrast. 

The notable recent case of Seaboard Air Line Railway equipment trust 
notes maturing prior to January 1, 1935, refunded into receivers' certificates. 
See page 374, hereafter. 

ww The two cases of the refunding of equipment obligations are the Denver 
and Rio Grande reorganization of 1886 and the 1 ST or folic and Western reor¬ 
ganization of 1896. The former involved an actual temporary, sacrifice, and 
will be discussed at length in this note. 

The Norfolk and Western Railroad reorganization of 1896, although in¬ 
volving the refunding of certain equipment obligations did not imply even a 
temporary sacrifice. There were two classes of equipment obligations out¬ 
standing ; those issued under the Philadelphia plan were paid in money, 
whereas the equipment mortgage bonds were refunded. For each $1,000 in 
equipment mortgage 5% bonds, the bondholder received $1,000 in new con¬ 
solidated mortgage 4% bonds and $480 in new preferred stock. He was com¬ 
pelled to undergo a sacrifice of in yearly income, but this was fully 

compensated for by the preferred stock bonus. Subsequently, with the suc¬ 
cess of the rejuvenated Norfolk and Western road, he had an increase in both 
income and principal. The most notable case, however, in which the holders 
of Philadelphia plan certificates were forced to undergo even a temporary 
sacrifice, is that of the Denver and Rio Grande reorganization of 1886. As 
this is the only instance in the history of American railway finance where the 
holders of equipment obligations issued under the Philadelphia plan were 
forced to suffer for a. considerable period, the details are significant- The old 
Denver and Rio Grande had been built in the seventies, one of the numerous 
far-western lines built long before its construction could be said to have been 
an economic necessity. It was built, in fact, first to gratify the civic pride 
of Denver (not touched by the Union and Central Pacific lines) and sub¬ 
sequently to open up barren territory in competition with the Atchison. It 
was narrow gauge and refused to change to standard as soon as its eastern 
connections or western competitors. In the depression of 1883 and 1884 it 
failed. Disaster also overtook its western extension, the Denver and Rio 
Grande Western. At the time of the failure there existed a comparatively 
small issue of first mortgage bonds, the interest on which had been earned 
unquestionably. There were also approximately $3,500,000 6% and 7% equip¬ 
ment certificates on which the interest had not been fully earned. The rolling 
stock securing them, besides being narrow gauge and therefore unsalable at 
a time when roads all over the country were changing to standard gauge, was 
worn, dilapidated, and out of repair. 

Besides this, there were two large issues of junior bonds and much worth¬ 
less stock practically all owned in Kngland and Holland. Some of the equip¬ 
ment had been used by the Denver and Rio Grande Western in a manner 
contrary to the spirit of the equipment trust. In the report of Pothonier and 
Parrish—an interesting example of a foreign report on one of our early, 
needless roads, built largely with foreign capital-it was stated : “It will be 
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however, to these rare exceptions, it may be said that in prac¬ 
tically all of the reorganizations of American railroads, the 
equipment obligations have either been paid in money,” or else 
assumed directly by the new corporation succeeding to the 

absolutely necessary to capitalize the rolling stock trusts on fair and equitable 
terms, or, failing this (the contracts being extinguished by foreclosure), to 
provide the necessary equipment on the basis of present low prices/' The 
bonds of all issues, together with the stock, were largely held in England and 
Holland, but the equipment obligations were held mostly in Pennsylvania. 
Judge Hallett had ordered the payments of the principal of some of the equip¬ 
ment certificates postponed, and the holders had done little to object. Some 
of the bondholders at the time contended that the reorganization committee 
could then, in the depression of 1885 and 1886, buy better second-hand equip¬ 
ment for less than the par value of the obligations outstanding. At all events 
the trustees of the car trusts feared that they might be forced to liquidate on 
the equipment. All these circumstances combined to make the position of the 
equipment obligations conspicuously weak. While a plan of reorganization 
was worked out in Philadelphia which involved the refunding of the equip¬ 
ment obligations into first mortgage bonds, it was not acceptable to the foreign 
bondholders and its advocates dared not force the foreclosure of the car 
trusts. 

In the reorganization, the small issue of underlying first mortgage bonds 
was not disturbed. The bondholders’ reorganization committee first offered 
the holders of the equipment obligations consolidated (junior) 4bonds in¬ 
volving a reduction of from 2% to 3% interest, and some preferred stock. 
Finally, after considerable haggling, they received 17% in cash and 120% in 
consolidated (junior) 4% bonds for the remaining 83% face value of their 
equipment-certificates. (Total car trusts $3,476,000, cash payments $600,000.) 
The old 6% car trust certificates received in addition 20% in new non- 

cumulative preferred stock and the old 7% car trust certificates 30^0 in the 
same security. Ultimately, with the sale of these securities the holders of the 
old equipment obligations were able to realize their full par value. 

This reorganization of the Denver and Rio Grande was in 1886. The 
Atlanta, Birmingham and Atlantic, reorganized in 1916, had a similar finan¬ 
cial structure—a small, strong, fully secured first mortgage issue, a large 
volume of equipment obligations, and a host of junior bonds, notes, and 
stocks. As in the earlier Denver and Rio Grande case, the first mortgage 
bonds were undisturbed, but in this later case the equipment obligations were 
practically all paid in money, although the whole mass of junior securities 
was obliterated, and even receivers’ certificates were refunded into income 
bonds. The difference in the treatment of equipment'obligations in analogous 
situations in 1886 and 1916 indicates the almost impregnable position they 
had achieved. 

A suggestive sentence bearing on this occurred in the analysis of vari¬ 
ous securities of the Missouri Pacific Railway issued by all the reorganiza¬ 
tion committees at the time of the receivership-“$3,867,000 equipment obli¬ 

gations maturing to June 30, 1918: The equities in the equipment securing 
these obligations compel provision for their payment in cash.” ** 


•* Paragraphs in report quoted 40 Cbron., 181. 
•» Analysis dated October 15, 1915, page 3. 
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property of the old one. yy In only two instances hi the recent 
history of railroad finance has a receiver or a reorganization 
committee forced the holders of equipment obligations to accept 
a compromise and in one of these instances, the bonds were 
issued under an unusual and weak agreement, zz and in the 
other case the credit of the road was so low that its first mort¬ 
gage bonds were selling at 4, $40 for a $1,000 bond. aaa 

Furthermore, and this fact is quite remarkable, in two instances 
only throughout the varied financial history of our American 
railroads for the last half century or more have the holders of 
equipment bonds been compelled to assume possession and resell 
the actual physical equipment itself. bl>b But even in these in- 

yT A combination of the methods is shown by the St. Louis and San Fran¬ 
cisco reorganization plan. The equipment obligations maturing before July 
I, 1917, were paid in money from assessments on stockholders; sufficient prior 
lien (senior) bonds were reserved to refund those maturing after July 1, 1917, 
while in the meantime they were assumed by the new company. 

** The case of the Wheeling and Lake Erie, receivership and reorganiza¬ 
tion. Described in earlier note of this chapter, note mm, page 365. 

The Seaboard Air Line Railway is one of our railroad mistakes. It 
never should have been built, as the Atlantic Coast Line, on the one side, and 
the Southern Railway, on the other side, could adequately serve the entire 
territory north of Florida, and the paralleling of the Florida East Coast Rail¬ 
way in Florida was one of those tragic and stupid wastes of social capital to 
which pigheaded railway officials may sometimes lay claim. 

The railroad and its predecessors have been in and out of receivership 
and never, even at its best, has the road enjoyed high credit. In 1908 the 
receivers of the Seaboard Air Line issued and sold receivers' certificates in 
order to pay of! equipment obligations ; the investors lost nothing in spite of 
the serious difficulties of the road. 

In December, 1930, the road passed into the hands of receivers. After 
allowance for interest on debt the operation for 1030 resulted in a loss of 
four and a half million dollars, in 1931 of seven millions and in 1932 of ten 
millions. In 1932, after receiving over thirty million dollars in gross earn¬ 
ings, less than a million remained after operating expenses for service on 
$175,000,000 of funded debt. The first and underlying mortgage bonds were 
in default, and the former sold for 4%-or $40 for a $1,000 bond. 

In February, 1932, the United States District Court approved a plan 
which provided, among other things, as follows—the refunding of equipment 
obligations due from October 15, 1931, to December 31, 1934, aggregating 
approximately twelve million dollars, into new receivers' certificates due 
February 1, 1935. The unpaid certificates were pledged as part security for 
the loans, and since the certificate holders acquiesced to the plan the interest 
charges on the receivers' certificates into which these obligations were re¬ 
funded and the interest charges on all other equipment obligations were paid 
by the receivers. 

bbt> These two cases are noteworthy and indicate the fundamental strength 
of equipment obligations, even if the extreme measures of repossession and 
sale have to be exercised by the lessor or legal owner. 

The first case is that of the unfortunate Detroit, Toledo and Ironton. 
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stances the holders of equipment obligations suffered no loss, 
the underlying rolling stock being sold for enough to pay the 
outstanding certificates. This is a remarkable record for any 
class of corporate securities. It is even more remarkable, for 
the protection afforded to the bondholder, than the record of 
municipal and state bonds. ccc During the depression years of 
I 93 2 and 1933 there were three important defaults in railway 
equipment obligations. The Seaboard Air Line Railway failed 
in December, 1930 and the principal of certain equipment obli¬ 
gations was refunded into receivers’ certificates, interest on 
which has been paid continuously. 66 The Wabash Railway 
failed in December 1931. Immediately there were defaults on 
the principal of a number of equipment issues. Subsequently, 
however, when the road had received loans from the govern¬ 
ment, these defaults were completely made up. The St. Louis 

The road passed into the hands of receivers in 1908 and the latter, finding: 
the business inadequate for the total equipment and the equity of the road in 
a certain car trust relatively slight, decided to allow the holders of the trust 
to exercise their legal rights and take physical possession of the rolling stock. 
The trust certificates were practically all owned by two interests which bid 
in the equipment itself. Aside from interest on interest, the holders of the 
equipment obligations lost nothing, as the new owners were able to “peddle 
out” the equipment for more than the face value of the certificates remaining 
outstanding. 

The other notable case is that of one of the issues of the Buffalo and Sus¬ 
quehanna Railway. This was a very unfortunate venture which, reorganized 
as the Wellsville and Buffalo Railroad, proved such a failure that it was 
closed November, 1916, and dismantled. The old Buffalo and Susquehanna 
Railway had four issues of equipment obligations. A, B, C, D. Three were 
assumed by an allied company, the Buffalo and Susquehanna Railroad Cor¬ 
poration, which paid them all. The fourth equipment trust was not assumed. 
After considerable negotiation the equipment covered by it was sold to a syn¬ 
dicate of Buffalo men. This syndicate subsequently sold the equipment, and 
in order to give a free title, deposited with the trustee a sum equivalent to 
the unpaid certificates ai:d their interest to maturity. 

* cc There have been numerous summary statements of the treatment of 
equipment obligations in specific reorganizations. All these cases are illumi¬ 
nating. The very cases of permanent or temporary default in the ultimate 
payment of the outstanding equipment obligations, even though the obliga¬ 
tions may have been issued without due regard to legal safeguards, emphasize 
the fundamental strength of equipment obligations as a class.** Perhaps the 
most significant cases of default or temporary sacrifice are outlined in notes.** 

44 Sec editorial, 7a Chron. 1296. 

For discussion of other reorganization cases see: Chamberlain, L. , Principles of 
Bond Investment, 300 (1911); Guaranty Trust Company, Railway Eguipment Obligations, 
11 ; Duncan, K., Equipment Obligations, 239 (1924); Standard Statistics Company, Bui., 
Vol. 20, No. 21, February 18, 1933, Freeman and Company, New York (14th ed., 1933). 

•• See page 373, note aaa. 
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San Francisco Railway failed in November, 1932. T he equip¬ 
ment obligations falling due immediately after the failure were 
paid from money loaned by the government. Subsequent ma¬ 
turities are arranged for in the general reorganization of the 
road. 

Evident Importance o£ “Use” Value in Credit.-The 

strength of equipment obligations is evidence, too, of the 
importance of “use” value in measuring credit. Reduced to 
the simplest terms, the reason why railroad receivers and re¬ 
organization committees honor the equipment loan above all 
other forms of permanent debt, is that the road cannot operate 
without its rolling stock and the owners can remove it physi¬ 
cally from the possession of the road. Long ago the holders 
of first mortgage railroad bonds learned that their lien could 
be emasculated through the willingness of the court to issue 
receivers’ certificates under the authority of the mandate of 
public necessity. They cannot remove, physically, their road 
from the jurisdiction of the court; they cannot even force the 
receiver to operate the line were he disinclined. No matter 
what the road cost, no matter what its replacement value may 
be, they are helpless to enforce their lien. But the equipment 
bondholders can strangle the operation of the road by remov¬ 
ing the equipment beyond the jurisdiction of the receiver. It 
is this necessity of its use that makes the rolling stock so sub¬ 
stantial a basis for credit. 



CHAPTER 10 


THE PRIVILEGE OF CONVERSION x 


Definitions.-Corporate securities that can be changed from 

one form or issue into another are spoken of as convertible.® 
They are almost invariably hybrid securities created in an at¬ 
tempt to combine an element of investment stability with an 
element of speculation. Consequently, every convertible se¬ 
curity consists of two elements, the primary security which 
constitutes the fundamental contract of the corporation and 
the secondary right on the part of the holder of the primary 
security to change it into another security. b It represents a 
primary corporation obligation in which is included a supple¬ 
mentary contractual right. 

Early History.-The element of convertibility from one 

form of security into another goes back to the early history 
of joint stock enterprises. It was used in the sixteenth century, 
on the continent, to insure absolute control by citizens of a city 
or an industrial group of a joint stock enterprise by requiring 

* “Conversion is the act of exchanging one class of security for another, 
the conversion privilege being created by a written contract between the privi¬ 
lege holder and the granting company.” * 

b It is very important to note, as evidence of the independence of the two 
elements, that the validity or invalidity of the supplemental contract of con¬ 
version has absolutely nothing to do with the validity of the original contract. 
Thus, if the convertible privilege of a bond is declared invalid by the courts, 
this decree in no wise affects the obligation of the corporation to pay the 
interest and the principal of the bond. 

3 For a study of some of the older issues see Rollins, M., Convertible Ronds and 
Stocks, 3< An. Am. Ac. Pol. and Soc. Sciences, 579 (1910). See also Popularity of 
Convertible Ronds, 42 Railway Afire, 404 (1906) ; The Convertible Railroad Rond, 45 Ry. 
Afire Gaz., 1518 (1908) ; many bankers* “articles’* have been written on the subject. 

Gerstenberg, C. W., Materials of Corporation Finance, 32^ (* 9 *§), reproduces an illumi¬ 
nating: circular of Spencer Trask and Co. (1907) describing, in exhaustive detail, as 
important convertible bond issues. For use of conversion tables in convertible bonds, see 
Huebner, S. S., The Stock Market, Chapter XVI (1922). For extended legal discus* 
sions, see Hills, G. S-, Convertible Securities, Legal Aspects and Draftsmanship, Cal. 
Law Rev. (November, 1930). 

* Hills, G. S., Convertible Securities, Cal. Law Rev. (November, 1930). 
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that holders of stocks, who transgressed certain regulations, 
should convert their stocks into some form of fixed payment 
liability. 

The early joint stock companies of England frequently 
introduced the convertible feature. In 1609, one Hugh 
^Myddelton promoted the New River Company to build and 
operate a new water aqueduct into London. Being impeded 
by Parliamentary opposition and having exhausted his funds, 
Myddelton took James I into partnership with him in 1611. 
To M^yddelton and his associates went 36 shares and to the 
Crown an equivalent amount. The enterprise did not prove 
as profitable as had been anticipated, and Charles I was allowed 
in 1631 to convert his share into a fixed obligation. 3 

In 1665 a charter was granted to Ralph Wayne and brother 
to organize a water company “for raising Thames Water in 
York Buildings,” the latter a pumping tower located near the 
present Charing Cross Railway Station. 4 This company had 
a checkered career and became moribund; but in 1719 its 
charter was acquired by one Case Billingsley who used it to 
purchase and to operate estates in Scotland forfeited by their 
owners because of support to the Stuart uprising of 1715. The 
promoter planned to use the old charter of the water company, 
the asset value of the Scotch estates and his own ingenious and 
perhaps unscrupulous devices to run an insurance company, to 
exploit mines, run a lottery, operate iron works and a glass 
factory. None of these proved profitable. In 1724, it appeared 
that the stockholders would suffer serious losses since there 
were many outside creditors. To “protect” the stockholders 
the managers passed a vote to convert one-half of their share 
capital (using a conversion ratio of nearly double the market 
value) into bonds of the company which should rank parallel 
with the outside debt. By this simple conversion privilege the 
stockholders were given a creditor position to an amount prac- 

* Scott, W. R., Joint Stock Companies to 1720, ITT, 21*24- 

4 The remarkable history of this unparalleled company is given in detail in an ex¬ 
haustive study, Murray, D., The York Buildings Company (Glasgow, 1883). Scott de¬ 
votes a chapter to it, Scott, W. R., Joint Stock Companies before 1730, XIX, 418 and 
following. 
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tically equal to the market value of their shares-while they 

still retained the entire equity in the corporation. 

In 1690 a charter was granted for exploiting a silver mine 
in Wales. The promoter died four years later, leaving the 
company burdened with debt. Control of the company was 
acquired by one Sir Humphrey Mackworth, an unscrupulous 
promoter who forthwith made the stock convertible, at the op¬ 
tion of the holder, into bonds. It is interesting to note that, as 
an inducement for the stockholder to convert his shares, each 
bond was made to represent a warrant which entitled the holder 
to a “ticket” in a lottery of which some of the shares converted 
were the prizes.® 

Frequency of Occurrence-Time.-Within the last cen¬ 

tury, and particularly since the period of the Great War, con¬ 
vertible securities have increased steadily in number of issues 
and in investment popularity. There is a distinct tendency for 
issues to increase in frequency with the upward swing of the 
industrial cycle because the investor’s inclination at that time 
leans toward stocks and the convertibility feature gives bonds a 
“stock possibility.” c This was stated very aptly in a recent 

study-“Near the top of the industrial cycle, with speculative 

enthusiasm running strong and interest rates rising, stocks can 
be sold more easily than bonds. Better prices can be obtained 
for bonds by baiting them with a conversion privilege.” 7 But 
quite aside from these cyclic periods of popularity, convertible 
issues have occurred with increasing frequency. One reason 
to account for this tendency in the period from 1920 to 1929 
was the widespread belief that common stocks constituted a 
better form of investment than bonds; another was the promi¬ 
nence of investment trusts which refused to buy bonds without 
“enhancement possibilities.” But perhaps the underlying rea- 

e Lagerquist gives as the periods of maximum activity 1868, 1875, 1893, 
1903 and 1907.* 

« Ibid., 11 , 444. 

• Lager<3uist, \V. E., Investment Analysis. 

T Franklin, J. C., A Statistical Study of Some Characteristics of Industrial Convert¬ 
ible Bonds* Harvard Graduate School of Business Administration (1929). 
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son was the universal confidence throughout America in the 

increasing value of productive property in contrast to gold-in 

the value of a right to receive real earning property represented 
by ownership rights rather than the right to receive a specified 
quantity of gold. Needless to say, these reasons did not prevail 
in the period 1930 to 1933 ; yet the habit of giving some kind of 
convertibility to issues had become so strong that an unusually 
large proportion of recent bond, note, and preferred stock issues 
have a convertible feature. 8 However, it is important to note 
as indicative of a general economic condition, that a large 
proportion of the convertible bonds brought out in 1932 are 

convertible into other bonds-and the security into which the 

conversion may be made is a more secure, lower interest paying, 
longer maturity bond. While bonds convertible into bonds were 
not unknown before 1930, they were comparatively rare and 
usually confined to bonds or notes of short maturity. 9 The con¬ 
dition observable in 1932 was a total reverse of the ordinary 
principles underlying convertible securities. 

Frequency of Occurrence-Industries,-Besides changes 

in the frequency of convertible issues, there are great differences 
in their use among industries. Prior to 1907, they were prob¬ 
ably most frequently to be found in the railway industry, but 
since then railway convertible securities have been less and less 
frequently used. A brief, random selection of railroad bonds 
indicated that in 1909 a third of those issued were convertible, 
in 1925 less than a tenth, and in 1921 hardly 5but the total 
number of railway bonds issued in the later years were so few 
that the figures were valuable only as showing a tendency. 10 

On the other hand, public utility convertible issues were 
practically unknown before 1900 and very infrequent before 
1915. Yet they have steadily increased in relative frequency 
since the Great War and became very common in the period 
from 1926 to 1929. 11 They are resorted to much more often in 

• Pages 387. 39 °» notes h, k. 

® See page 386, note g. 

10 Franklin, J. C., tfrta. 

u See note h of this chapter, page 387. 



CORPORATION SECURITIES 


38 ° 


some industries, and seldom or never in others. The statement 
is sometimes made that convertible securities are most fre¬ 
quently met with in speculative and highly precarious industries, 
and the frequency of their occurrence in the petroleum industry 
is cited as proof. Various studies have been made to attempt 
to justify or disprove the statement; and the results seem to 
show that beyond the frequency in the petroleum industry and 
their growing infrequency in the supposedly non-speculative 
railway industry, the statement has little justification in fact. 
The petroleum industry is conspicuously prolific of convertible 
issues. In other speculative industries such as the moving pic¬ 
ture and the metal industry, convertible issues are comparatively 
few. They are very common in the public utility and somewhat 
frequent in the food and tobacco industries, where stability of 
earnings is recognized. 41 


d In a study of 1,054 industrial bonds issued between 1925 and 1930* x 5 * 
were convertible 13 and the following results were observed. 


Petroleum . 

Chemical . 

Food and Tobacco. 

Automobile . 

Mining . 

Machine and Equipment 
Construction Materials 
General Manufacturing 

Shipping . 

Miscellaneous . 

Textile . 

Leather . 

Metals . 

Lumber, Paper . 


Total 

Number of 

Percentage 
of Total 

Number of 

Issues 

Bonds in 

Bond Issues 

Convertible 

the Industry 

50 

a 1 

4 ^ 

33 

9 

27 

1 1 a 

26 

23 

29 

6 

a 1 

7 1 

13 

1 8 

86 

*4 

16 

84 

* 3 

1 5 

131 

20 

IS 

1 9 

a 

1 0 

86 

9 

1 0 

6 3 

5 

8 

1 a 

1 

8 

1 08 

7 

6 

1 70 

5 

3 


The subject of relative frequency, among different industries, of con¬ 
vertible bonds was approached somewhat differently in another study. 1 * In 
this study no attempt was made to compare the convertible bonds with those 
not convertible—as in the study above quoted—but merely to bring together 
a large list of convertible bonds of large and small companies, outstanding at 
any time from 1909 down to 1929. Such a list comprised 323 issues—nearly 
twice the number in the list used above. Then the percentage of convertible 
bonds in each industry, as compared with the whole list of 323 bonds, was 
computed. The results are shown in the following table—and as a check, the 
results of the previous study of 151 convertible bonds issued between 1925 


u Spaulding, P. W., Convertible Bonds and Notes, Harvard Graduate School of Busi¬ 
ness Administration <1930). 

** Franklin, J, C., Statistical Study of Industrial Convertible Bonds, Harvard Grad¬ 
uate School of Business Administration (1929). 
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Classification o£ Issues. -All convertible issues of corporate 

securities may be divided, roughly, into two general classes with 
a broad intermediate zone. One class, the convertible bonds and 
stocks strictly speaking, may be changed at the request of 

the holder-subject to predetermined conditions-into another 

form of security of the same or an allied corporation. These 
are the “old fashioned” convertible bonds and stocks, the only 
type with which we were familiar before 1926. The second 
class are certificates representing a contract right which enables 

the owner to buy-again subject to predetermined conditions- 

some form of a corporate security. This conversion security is 
almost invariably a common stock. These certificates, repre¬ 
senting this contract privilege, are called warrants. Sometimes 
the warrants are merely clauses in bond or stock agreements in¬ 
serted to give the bonds or stocks a speculative glamor; and 
sometimes the warrants are separate pieces of paper issued as 
attachments to other securities or else independently. If they 
are issued independently they are bearer instruments and are 
therefore indistinguishable from options. Between these two 
securities there are hybrid forms, such as bonds with warrants 
which enable the holder to use the bonds as cash to buy the stock 
indicated by the warrant. And sometimes the warrants are so 

and 1930 are given in a parallel column. The division of industries is not 
identical in the two studies, but it is sufficiently near to be instructive. 

All Convertible Issues 

3909—1929 1935-1930 


Mining . 

Food and Tobacco. 

Petroleum . 

Building Materials . . . . 
Metals (Iron and Steel) 

Automobile . 

Machine and Equipment 

Chemical . 

Household Utilities . . . 

Textiles . 

Real Estate, Hotels . . . . 

Mercantile . 

Paper (Lumber, etc.). . 

Sugar . 

Rubber. 

Warehouse . 

AH other (misc.). 



323 


100.0 


1 51 


100.0 





















3 82 CORPORATION SECURITIES 

carefully circumscribed by conditions that they are little else 
than limited options. In fact, here, as elsewhere in finance, 
strict lines of classification cannot be drawn, for the ingenuity 
of lawyers and promoters is continuously inventing new and 
anomalous forms of securities to efface old and established lines 
of differences.® 

Analysis of All Convertible Issues. -Aside, however, from 

formal definition, it may be said that, quite generally, all types 
and forms of convertible security issues can be reduced to two 
elements. One element represents some form of present corpo¬ 
rate property or value, an actual corporate liability. This cor¬ 
porate liability may be in the form of an obligation to pay 
money, an obligation to divide profits, or an obligation to deliver 
a security at a future time. In the high-grade first mortgage 
convertible bond, this obligation is very real and constitutes a 
substantial and reliable investment in itself ; in the warrant this 
obligation is contingent, and the investment value has become 
attenuated almost to the vanishing point. The other element 
represents the right to receive some other security ; it is the right 
to share directly or indirectly in future profits. In no sense is 
it an investment and in no sense can it be made a liability of the 
corporation until the conversion privilege it represents has been 
exercised. We may distinguish between these two elements by 
calling one the investment value and the other the conversion 
value- In the ordinary old-fashioned convertible bonds and 
stocks these two elements were combined in the same security 
and the investor was unable to separate them physically nor dis¬ 
solve the combined value into its two component parts. But of 
late years when the convertibility of a bond is represented by a 
detachable warrant, it is always possible to separate the bond, or 
investment part, from the convertibility or speculative part. 
And in some cases a distinct and well-defined market value is 
set from the beginning for the two separable elements. 

• Attention is called to a note at end of this chapter in which the attempt 
is made to define a series of terms referring to rights over unissued securities, 
the overlapping of which is at present, and will in the future, lead to con¬ 
fusion in finance. 
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In 1920 the S. R. Kresge Company, through its bankers, 
sold $3,000,000 par value serial gold (debenture) notes. 
Some notes had no warrants attached and were sold to the public 
on a 7^0 basis. Some notes had detachable warrants. These 
latter entitled the holder to purchase from the company new 
common stock at $150 a share, in the ratio of two-thirds of one 
share for each $100 par value of notes. The notes with war¬ 
rants sold on a lower income basis than the notes without 
warrants. Within two 3 ears of the time the notes were mar¬ 
keted, the common stock sold for over $200 a share. 

After 19:26, when bond or stock issues with convertible war¬ 
rants became common, it was always possible to evaluate the two 
elements according to current market conditions. 

Convertible Bonds and Stocks -The old-fashioned con¬ 

vertible bonds and stocks represent securities issued either to 
attract the “speculative-investor” or else in furtherance of some 
general policy of corporate expansion. Ordinarily, and this is 
subject to innumerable exceptions, the convertible bond or stock 
issue is not a first lien security in itself and relies for market 
attractiveness on its convertible features. Generally speaking, 
too, such securities are issued in a more secure, less speculative 
form, and are convertible into some less secure, more speculative 
form, or else they are short-term obligations convertible into one 
of a long term. In accordance with these principles bonds are 
made convertible into preferred and common stocks, secured 
notes into debenture bonds and stocks, preferred stocks into 
common stocks. f 

Convertible Bonds-Historical Uses.- Convertible bonds 

have played a leading role in many dramatic financial episodes. 
Daniel Drew used them in the late fifties, as did Jay Gould a few 
years later in covering himself when caught short of “Erie.” 14, 

* Such general statements are not of rigid accuracy. Although rare, there 
are cases in which stocks may he converted into bonds : the preferred stock 
of the Knoxville Gas Company may be converted into bonds. In the cases 

m For a very readable and apparently accurate account of the Drew and Gould raids 
on the old Erie Railway, see Adams, C. F., Jr., A Chapter of Erie, 109 North Am. Rev., 
30 (1869), enlarged several times and reprinted in Ripley, W. Z., Railway Problems, 

Chapter I. Also Adams, C. F., Jr., An Erie Raid, 11a North Am. Rev., 341 <1871). 
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Of recent years the notable use of convertible bonds is that 
of E. H. Harriman in building up the Union Pacific system. 
His plan was to issue a debenture bond at a price higher than 
the stock was then selling, and use the proceeds to build up the 
road or acquire subsidiary lines. Through the wise expendi¬ 
ture of the proceeds he so increased the earning capacity of the 
road that the stock increased in value beyond the rate at which 
the bonds were convertible. The holders of the bonds forthwith 
converted them into stock, and the road was relieved of its 
bonded liability. Reduced to its simplest terms the device con¬ 
sisted in selling stock for more than it was worth, and then 
using the proceeds to establish its worth. 

The first use of this plan is a classic instance in railway 
finance. Between 1898 and 1901 the Harriman interests had 
entirely recovered the old lines of the Union Pacific Railway, 
lost through the failure of the road. They sought further ex¬ 
pansion, but the Union Pacific Railroad’s own earnings, liberal 
though they were, could not afford a large enough fund. Ac¬ 
cordingly, the Union Pacific issued $100,000,000 4bonds, 

where stock is convertible into bonds there is ordinarily some earning restric¬ 
tion on theJbond to limit the volume of conversion—for instance, the Boise 
Gas, Light and Coke Company's 6% preferred stock may be converted into 
the bonds of the company when the net earnings for a three-months' period 
equal seven-sixteenths of the total interest of the bonds issued and to be 
issued. In one classic case, that of the old Northern Pacific Railway, there 
was issued at the reorganization of 1875, an 8% preferred stock convertible 
into land belonging to the road. 1 * 

It is interesting to note, also, that during 1932 there were comparatively 
few original convertible issues offered for sale. But of these few, a large 
proportion represented bonds convertible into other bonds having a lower 
interest rate and a longer maturity—the conversion being encouraged by the 
payment of a slight premium to the bondholders. The following are typical : 

Calif or nia-Oregon Power 624 s due 1942 

convertible into 6s due 1962, company paying a cash premium of 5%. 

Pennsylvania Electric 624 s— 724 , 1933—5 

convertible into 5s due 1962, company giving $120 par of new bonds 
for $100 par of old. 

Public Service of Northern Illinois 624 s, 1937 

convertible into 624s due 1962, company paying a cash premium of 5%. 

Columbus Railway Power and Light 5 24 s 1942 

convertible into 524 s due 1962, company paying a cash premium of 4%. 

Virginia Electric and Power 524 s, 1942 

convertible into 5s due 1955, company paying a cash premium of 5%. 

** Daggett, S., Railroad Reorganization, a68 (1908). 
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convertible into common stock at par before May 1, 1906, and 
sold them to the stockholders at par. Considering the Union 
Pacific’s credit in January, 1901, the straight bonds could not 
have been sold on a 4basis. Yet with the rapid increase of 
the Union Pacific’s earning capacity the stockholders were will¬ 
ing to pay more for the bonds with this convertible privilege 
than for a straight 4bond. With approximately $40,000,000 
of this amount the Union Pacific completed its majority owner¬ 
ship of the Southern Pacific Company, and a considerable part 
of the remaining $60,000,000 was used to acquire a large in¬ 
terest in the Northern Pacific Railroad. During the next four 
years the Union Pacific was very successful, and by April, 1906, 
its common stock had risen to over $150 a share. Consequently 
practically all (except less than $500,000 out of $100,000,000) 
of the holders of the convertible bonds had converted them into 
stock before the conversion privilege ceased on May, 1906. The 
great advantage of this whole transaction to the Union Pacific 
Railroad was that it had been enabled to get a large sum of 
money at a low rate of interest-and subsequently, through con¬ 

version, a direct bonded liability refunded into stock. The de¬ 
vice was so successful that it was used later by the company 
several times, the converting ratios being raised as the market 
value of the stock became stabilized at prices well above par. 16 

Use to Avoid Preemptive Right of Stockholders.-The 

literature of finance abounds with instances in which convertible 
bonds are authorized and issued by a corporation for the pur¬ 
pose of insuring a potential increase of stock interest by certain 
individuals. When new stock is authorized and issued, the ex¬ 
isting stockholders have a preemptive right to subscribe to the 
new stock in proportion to their holdings. 17 And although this 
preemptive right may be assigned or surrendered, the assign¬ 
ment requires a definite act on the part of the individual stock¬ 
holder not always easy to secure. The authorization of convert¬ 
ible bonds is much more readily granted by the stockholders who 
ordinarily fail to recognize that this proportionate interest in 

16 For detailed description of the whole transaction, see Mitchell, T. WThe Growth 
of the Union Pacific and its Financial Operations, ax Quart. Jour. Econ. 509 (1907). 

iT Chapter 4, pages zii, xxa. 
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the equity of the corporation may as easily be lessened through 
the sale of convertible bonds as through the issue and promiscu¬ 
ous sale of new common stock. Nevertheless a concentrated 
and coordinated minority interest, in control of a corporation 
may, by buying and holding convertible bonds, insure the per¬ 
petuation of the control without the loss of interest involved in 
holding a block of non-dividend paying common stock. 

Conversion Security of Bonds. -In the contract or state¬ 

ment covering the convertibility of a bond there are usually 
conditions defining: (i) the kind of security into which the 
bond may be converted; (2) the percentage of the par value at 
which the security must be accepted ; (3) the time during which 
the convertible period extends. In unusual cases, certain other 
conditions are mentioned : such as the earnings requirement of 
the company at the time of conversion, the surrender of specific 
warrants in order to secure conversion, or even the right of the 
directors of withdrawing the privilege. 

The security into which a bond or note may be converted is 
usually some form of stock. Instances, however, exist in which 
a short-term obligation may be converted into a longer-term 
bond and- this privilege was very commonly attached to public 
utility short-term notes issued after 1910.* In the vast majority 
of cases, however, a form of funded debt, if convertible, is con¬ 
vertible into stock-generally, too, into the common stock. 

* From an examination of upwards of 4.0 public utility short-term notes 
sold between 1910 and 1926, it was found that over a third contained the 
privilege of refunding into the longer-term bonds. A similar result was dis¬ 
cernible in a recent study 18 of convertible notes issued 1929 to 1932. The 
practice is not confined exclusively to public utility short term notes ; among 
railroads, the Southern Railway’s Convertible Collateral Trust 6s, 1911, were 
convertible into 4% General Mortgage Bonds of the same company, and the 
Tidewater Company’s Convertible Collateral Trust 6s of 1913, were con¬ 
vertible into the First Mortgage 5% Bonds of the Virginia Railway Com¬ 
pany. During the Great War, European nations resorted to the same 
expedient—issuing short-term notes convertible into longer-term government 
bonds of regular form. Frequently, especially with corporate issues, the 
short-term notes are secured by the collateral deposit of the very bonds into 
which the notes may be converted. In such cases it is contemplated to refund 
the notes partially through conversion into the bonds and partially through 
the sale of the bonds to the bankers. Such conversion, therefore, renders the 
funding or final payment of them both easier and cheaper. 


** See note b of this chapter, page 387. 



THE PRIVILEGE OF CONVERSION 387 

Out of a. random selection of 22 issues of railroad con¬ 
vertible bonds outstanding in 1915, 21 were convertible into 
common stock. One was convertible into preferred stock. Of 
a random selection of 31 public utility convertible bonds 22 were 
convertible into common stock. Six were convertible into pre¬ 
ferred stock and three into other bonds. 

Since 1915 there have been so few new issues of the bonds 
and notes of operating railroads that a statistical study of them 
would be of little value. We have, however, several studies of 
industrial and public utility convertible bonds and notes, which 
cover a sufficiently large number of cases to point to significant 
results. The first study comprised 1,131 industrial bonds and 
notes issued January 1, 1913, to January 1, 1924. 19 The second 
study covered 1,409 industrial bonds and notes issued from 
January 1, 1924, to January 1, 1930. 20 A. third study covered 
1,467 public utility bonds outstanding January 1, 1930-with¬ 

out reference to the date of original issue . 21 A fourth study 
brought the second and third up to January 1, 1933. 22 In addi¬ 
tion, there was a broad statistical study intended to determine 
the frequency of occurrence, trend of popularity, and the possi¬ 
bility of profit in industrial bonds . 23 This latter will be referred 
to in other connections . 11 


h The following tables have been prepared from the first four of these 
studies : 

Industrial Bonds and Notes 


1925 Study 

1. Number of Issues Bonds Notes bonds Notes Bonds Notes Bonds Notes 

Total number of issues. 853 278 1,205 204 129 7° 2,187 552 

Number non-convertible. 741 -223 1,054 174 101 53 1,896 450 

Number convertible . 112 55 151 30 28 - 7 2Qi 1 °2 _ 

Percentage convertible . 13% 20% 13% 40% 22% 24% 13% 18% 

2. Coniser start Security 

(a) Conversion into common: 

Number of issues. 79 34 **7 18 25 15 221 67 

% of total convertible , , „ ^^ . 

issues .. 71 % 62 % 77 % 60% 89% 88% 76% 66 / 0 

1© Fried lander, A. J., Statistical Study of Industrial Bonds and Notes between 
January 1, 1914, and January i, 1924, Harvard Graduate School of Business Administra- 

tlOTX J Spaulding, P. W., Industrial Convertible Bonds and Notes, Harvard Graduate 
School of Business Administration (1930)- . .. „ .... _ . , 

m Barnes, V. J., Convertible Bonds of Public Utility Companies, Harvard Graduate 
School of Business Administration (1930). _ _ T , « . 

Fox, M. J-, Jr., Convertible Bonds and Notes to January 1, 1933. Harvard Grad¬ 
uate School of Business Administration (1933)- „ .. _ _ . . , _ 

Franklin, J. C., A Statistical Study of Some Characteristics of Industrial Con¬ 
vertible Bonds, Harvard Graduate School of Business Administration (1929)* 


1930 ^Study 
Bonds Notes 


*933 Study 

/-^ \ 

Bonds Notes 


Total Period 
( Combination > 


Bonds Notes 


78 

*,205 

204 

1 29 

70 

2,1 87 

5 52 

1 2 3 

* ,054 

* 74 

1 0 1 

53 

1,896 

450 

55 

1 5 * 

30 

28 

; 7 

2Q I 

1 02 

20% 

* 3 % 

40 % 

22% 

24% 

* 3 % 

*8% 

34 

117 

18 

25 

* 5 

221 

67 

62% 

77 % 

60% 

89% 

88% 

76 % 

. 66% 
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Nevertheless, instances where bonds are convertible into the 
preferred stock are not unusual. This is particularly true of 
small industrial companies, the controlling interests not wishing 
to jeopardize their control through the issue to the public of 
bonds having conversion privilege. In such cases, however, the 
preferred stock must offer a conspicuously larger yield than the 
bonds in order to render the conversion privilege valuable. An 
increase of merely i in income will not, ordinarily, induce 
bondholders to convert first lien bonds into a junior lien stock . 1 


(b) Conversion into preferred : 

Number of issues. 

% of total convertible 

items . 

(c) Conversion into two or 

more stocks: 

Number of issues. 

% of total convertible 

issues . 

(d) Conversion into bonds: 

Number of issues. 

% of total convertible 

issues . 


29 

Z 2 

28 

4 

3 

X 

60 17 

26% 

32 % 

19 % 

13 % 

H% 

6% 

2 1 % 1 7 % 

4 

5 

6 

6 

0 

1 

10 x 2 

3 % 

9 % 

4 % 

20% 

0 

6% 

3 % 1 1 % 

0 

4 

0 

2 

0 

0 

0 6 

0 

7 % 

0 

7 % 

0 

0 

0 6% 


Public Utility Bonds and Notes 


i. Number of Issues 

Total number of issues. 

Number non-convertible . 

Number convertible . 

Percentage convertible . 

a. Conversion Security 

(a) Conversion into common: 

Number of issues. 

% total convertible issues. 

(b) Conversion into preferred : 

Number of issues. 

°/o total convertible issues. 

(c) Conversion into two or more stocks: 

Number of issues. 

% of total convertible issues. 

<d) Conversion into bonds: 

Number of issues. 

% of total convertible issues. 


*93p 

Study 

1933 Study 

Total 

Bonds 

,- 

-A 

Period 

Only 

Bonds 

Notes 

Bonds 

1,467 

358 

I I X 

1,825 

1,402 

339 

93 

1 , 73 * 

65 

29 

18 

94 

4 % 

8% 

16% 

5 % 

3 * 

22 

9 

56 

S^% 

76 % 

50 % 

60% 

28 

2 

2 

30 

43 % 

17% 

H% 

33% 

3 

0 

I 

3 

5 % 

0 

6% 

3% 

0 

5 

6 

5 

0 

17 % 

33% 

5 % 


Memoranda on the above tables . Industrial bonds do not include real 
estate or investment trust issues, nor issues less than $100,000 par value nor 
purely local issues of insignificant importance. An issue of 5 years or less 
maturity is considered a note. Industrial notes do not include issues of less 
than 1 year maturity. They are, therefore, issues of from 1 to 5 years 
maturity. 

1 The First Mortgage 5^7 Bonds of the American Agricultural Chemical 
Company were convertible into the 6^> preferred stock. The privilege was 
seldom used. An investor would indeed be foolish if he sacrificed the funda¬ 
mental security of a first mortgage lien with assets at least five times the bond 
issue in order to gain merely an additional income of only 1 
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Often the common stock, into which the bond may be converted, 
has little value when the bond is issued, so that the convertible 
feature adds little attractiveness to it. To give more substance 
to the convertible privilege the bond is sometimes made convert¬ 
ible into either common or preferred stock, or into both. The 
option privilege is the commoner. J When the securities carry 
the mixed-conversion privilege, the bond- or noteholder is al¬ 
lowed to convert his obligation into two or more kinds of secu¬ 
rities, usually the preferred and common stocks. Such a case is 
illustrated by the great success of the recent railroad holding 
companies. The $25,000,000 collateral trust issue of the Alle¬ 
ghany Corporation, dated February 1, 1929, is convertible into 
seven shares preferred stock (without warrants) and 10 

shares of common stock. The same conversion rate was fol¬ 
lowed in a second issue brought out five months later ; but in the 
third issue dated April 1, 1930, the conversion rate was dropped 
to six shares of preferred and 10 shares of common stock. 24 

Cases are by no means unknown in which a bond-or a share 

of stock for that matter-is made convertible into the bonds or 

stocks of an entirely different corporation. Usually the corpo¬ 
rations concerned have some more or less close relationship- 

parent and subsidiary or else closely affiliated corporations. 
For instance, the Collateral Trust 5 c /o Bonds of the Chesapeake 
Corporation (a sub-holding company of the Van Sweringen 
railroad system) are convertible under very carefully defined 
conditions into the common stock of the Chesapeake and Ohio 
Railway, an operating railway. It is this railway stock which 
constitutes the security for the corporation’s bonds. 

Conversion Security of Preferred Stock-Preferred 

shares, when convertible, are almost invariably convertible into 

1 A typical option privilege was that of a large part of the preferred stock 
of the Seaboard Air Line Railway. See note n below. A rather unusual 
instance of the option privilege was afforded by an issue of convertible notes 
of a southern traction company, the Norfolk and Portsmouth Traction Com¬ 
pany. The holder might convert the notes into the first mortgage bonds of 
the company, taken at 90 per cent, or into certain general mortgage bonds of 
an allied company, taken at 85 per cent. 


* 4 See Chapter 7, page ^67, regarding- the Alleghany Corporation. 
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common shares.* The conversion privilege in such cases is 
usually attached to the preferred stock for the purpose of at¬ 
tracting the elusive “speculative investor/* as the genus is called, 
who wants security and regularity of income at the same time 
that he holds the opportunity of participating in any extraordi¬ 
nary profits to be realized in the future. Clearly, such con¬ 
vertible preferred shares are of commonest occurrence in the 
manufacturing field, where the lure of sudden and marvelous 
profits holds more promise than in the prosaic fields of the rail¬ 
road 1 and public utility industries. Such tactics are, however, 
by no means unknown in the railroad and public utility fields. 
In 1904, with its stock quoted at approximately $50 a share, 
active and a favorite play for the speculators, the Southern 
Pacific Company sold an issue of preferred stock convertible 
into common stock at its par value. In 1909, the company, hav¬ 
ing prospered, redeemed some of this convertible preferred stock 
at $115 and the rest was converted into common stock. The 
cumulative preferred stock of American Gas and Electric 
Company was convertible into the common stock of the com¬ 
pany. Very large profits subsequently accrued to the holders 
through the exercise of the conversion privilege. Ordinarily 
when these industrial convertible preferred shares are offered to 
the public, the common stock into which they are convertible is 
without substantial value; subsequently the unexpected may 
happen and the industrial enterprise develop into a success, in 
which case the conversion privilege becomes of value. Some- 

* A study 2 * of preferred shares (random selection) made in 1924 shows 
the following results : 

Total 

Issues Percentage 

Examined Convertible Convertible 


Railroad . 47 7 14% 

Public Utility . 49 1 a% 

Industrial . 165 12 7% 


1 In an exhaustive study of 189 railroad preferred issues existing January 
1, 1931, only 14 had convertible clauses. 2 * Practically all of these were pre¬ 
ferred stocks convertible into common, subject, however, to the usual excep¬ 
tions. Thus the Reading Company has the option of converting the second 
preferred into one-half preferred A and one-half common. 

*» Johnson, A. B., Rights and Limitations of Preferred Shareholders, Harvard Grad¬ 
uate School of Business Administration (1925). 

80 Toomajian, L. E., ibid. 
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times the convertible privilege is attached to preferred shares of 
a reorganized company so that every possible privilege may be 
accorded the holder of such shares in return for the sacrifice he 
is called on to undergo in the reorganization. It is in this con¬ 
nection that the conversion privilege usually enters into the pre¬ 
ferred stock contract of railroad corporations.™ Sometimes 
again, the conversion privilege is attached to the preferred stock 
as part of the solution of a highly complex financial readjust¬ 
ment, in which case the conditions controlling the conversion 
are likely to be complicated. 11 As with bonds, there is quite 
frequently a mixed or optional conversion, often a second pre¬ 
ferred stock is given the option of conversion into either the first 
preferred stock or the common stock, or both. 0 

Conversion Security of Common Stock.-Up to 1917 the 

Class A common stocks did not have either the participating or 
the convertible privileges. But gradually, especially after 19^5, 
these characteristics were introduced. 27 The Class A stock was, 
in some cases, convertible into a preferred stock having a lower 
promised dividend rate; but in the vast majority of cases, the 
Class A was merely convertible into the Class B. Sometimes 
this privilege was made seemingly more attractive by offering 

a greater number of Class B shares-two Class B shares for one 

Class A share, for example. As the Class B stock was author- 

m Perhaps the simplest illustration of this principle is the 5% convertible 
preferred stock (convertible at par into common stock) into which the old 
First and Refunding 5% and Collateral Trust 4% Bonds of the Missouri 
Pacific Railway Company were refunded at the time of the reorganization. 

“ Of $27,280,000 preferred stock of the Seaboard Air Line Railway, 
$25,000,000 was convertible at the option of the holder after July 1, 1916, and 
prior to July 1, 1921, either into preferred stock at par, entitled to noncumu- 
lative dividends at the rate of 5per annum before any dividend is declared 
on the common stock, or, at the option of the holder, at two-thirds of par into 
preferred stock entitled to 6% noncumulative dividends, and one-third of par, 
into common stock. 

0 The second preferred stock of the Reading Company was convertible 
into Half first preferred carrying the same rate of noncumulative dividends 
and half common stock. A similar conversion privilege belongs to the second 
preferred stock of the new (reorganized, 1915) Wabash Railway. The device 
Has also been used in public utility financial plans as a makeshift when it 
seemed expedient to create a security half-way between the preferred and 
common stock, but which it was hoped would be eliminated as soon as the 
enterprise became firmly established. 

17 See Chapter 4, note bbb. 
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ized in considerable amounts, the value of the conversion privi¬ 
lege was slight, but it added one more “selling feature” to the 
Class A stock when, in the years 1927, 1928, and 1929, the in¬ 
vesting public had lost all consciousness of intrinsic values and 
eagerly bought shares which seemed to have the greatest possi¬ 
bilities of speculative appreciation. The mere fact that one 
share of stock was convertible into two or more shares of an 
equity stock added appreciably to its selling attractiveness, 
without increasing by the vaguest shadow the burden on the 
company. 


Conversion Ratios.-Second only in importance to the kind 

of security obtained through conversion is the ratio of con¬ 
version. This is the percentage of its par value at which the 
new stock must be taken in exchange for the convertible issue. 
It varies greatly, although by far the commonest is that of an 

even exchange-a thousand dollars par value of stock is given 

for a thousand dollars of bonds. p Among railway issues the 


p Out of the random selection of 22 railway convertible bonds referred to 
earlier (page 379) 12 , or a little over half, were convertible at par. Of 

the remaining 10, 7 were convertible at a higher ratio than par for the stock: 
and 3 at a lower ratio. Of the 33 public utility convertible bonds, 25 were 
convertible par and 6 at a ratio higher than par, and none at a ratio lower 
than par. 

The following table gives the conversion ratios and a brief description of 
some of the well-known issues, mostly railroads. (This table is not intended 
to be exhaustive and contains bonds of contemporary finance and those of a 
few years past. It is inserted for purposes of illustration only.) 


Conversion Ratio at Par 


Railway 

Atchison, Topeka & Santa Fe. . . . 
New York, New Haven & Hartford. 

Norfolk Sc Western. 

Chesapeake Sc Ohio. 

Chicago, Milwaukee & St. Paul... 


Description 

Due 

Conversion 

Con¬ 

version 

Time 
Limits of 

of Bond 

Date 

Security 

Ratio 

Conversion 

4 S 

1 960 

Common stock 


1913-1923 

6% deb. 

1948 

Common stock 


1923—1948 

4 s 

1932 

Common stock 


*917-1932 

4 I /aS 

1930 

Common stock 


1911—1920 

45^3 

1932 

Common stock 


1917—1922 


Conversion Ratio Above Par 


Common stock 

Chesapeake Corporation .Col. T. <s 1945 of C. & O. Ry. 

International Tel. St Tel.. 4 M* s 1939 Common stock 

Atchison, Topeka Sc Santa Fe. ... 4^9 1948 Common stock 

Chicago, Rock Island and Pacific. 4s i960 Common stock 

New York, New Haven & Hartford. 3 £4 s 1956 Common stock 

Haltimore Sc Ohio. 4 y£s 1933 Common stock 

Conversion Rates Below Par (Very Rare) 

Erie Railroad . “Series A" 4s <95 3 Common stock 

Erie Railroad . “Series B“ 48 2953 Common stock 

Erie Railroad . . .*..* - • “Series D” 4s 1953 Common stock 

Maryland Sc Pennsylvania. . 6% Notes 1923 Common stock 


220 .0% 
220.0% 
166.6% 
125.°% 
150.0% 
110.0% 


50 % 

50 % 


1931—1940 
191I—I9IO 
1913—1923 


IPOS—IQIS 

I 9 07—1917 
19i8—1927 
No Limits 
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converting- ratio is quite apt to be more than the par value of 

the stock-in some cases even as high as 200%. Ordinarily the 

conversion ratio of railway issues is placed at considerably above 
the current market of the stock at the time of the bond issue, 
and experience has shown that between the panic of 1907 and 
the Great War, there was little to be gained by investors in rail¬ 
road convertible bonds through the conversion of their security 
into stock. After the period of the Great War now convertible 
railroad issues were rare and the conversion periods of the older 
issues have lapsed. In the ten years before 1907, however, the 
conversion, even at high ratios, proved frequently a source of 
considerable profit through the rise in market value of railway 
common shares. Obviously, the reason for permitting the pur¬ 
chase of the common stock for less than its par value through 
convertible bonds, is the desire to give the conversion privilege 
some pretense of worth when the common stock, issued on the 
presumption of anticipated earning power, shows no signs of 
commanding its par value on the open market for an indefinitely 
long period. If the conversion rate is made sufficiently low, any 
bonds may be made marketable through the allurement of a 
speculative profit. 

When the ratio at which the conversion is made is based on 
some complex fraction, there arises a problem of adjusting a 
difference between the par value of the bonds and that of the 
stock. q In such cases the corporation will give stock or bonds 
to the nearest even issued par value, and either fractional war¬ 
rants or else cash-very infrequently-for the remainder. 

When fractional warrants are given, they may be brought to¬ 
gether in sufficient amounts to be exchanged for whole shares or 
bonds. In some very rare cases the holder of the convertible 
bond may be required to subscribe to the stock in cash, in order 
to secure an even conversion. 1 * 

* Thus, with a ratio as intricate as 1 :i - 33737 + (at one time the conversion 
ratio of one of the American Telephone and Telegraph Company’s issues) 
it is absolutely impossible to exchange the bonds and stock; on an even basis. 

r These various contingencies are shown by a few illustrations. If a bond¬ 
holder presented for conversion $1,000 par value of American Telephone and 
Telegraph Convertible Debenture 4s of 1936, he would receive seven shares 
of stock and $63.88 in cash. American Cas Company Convertible Collateral 
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The demands of electric light and power companies for cap¬ 
ital were so great during the period from 1915 onward that one 

would expect to find-as was actually the case-a great variety 

of conversion expedients adopted by the managers of these en¬ 
terprises in order to secure capital. In many instances the con¬ 
version privileges originally were worthless. They were created 
merely to supply security salesmen with talking points in order 
to enable them to dispose of junior securities in a market al¬ 
ready glutted with debenture bonds and preferred stocks of 
electric companies. During the period from 1933 to 1929, the 
rise in value of the common shares of electric companies gave 
to these conversion privileges a real value. From 1925 to 1929 
many of these conversion privileges, given originally with in¬ 
ferior bonds for sales purposes only, assumed such value that 
the bonds sold as if they were common stocks and without 
reference to their par value as fixed payment obligations. 

Convertible Short-Term Notes.-Reference has been made 

already to the frequent occurrence of short-term public utility 
collateral trust notes convertible into long-term bonds. 28 The 
conditions leading to the issue of notes of this character are 
almost the "same in all instances. The public utility company is 
confronted with large expenditures for expansion or improve¬ 
ments. Long-term bonds cannot be sold to pay for these im¬ 
provements as the earnings of the old property are insufficient 
to form an adequate basis for the credit of the new bonds, and 
the earnings from the improvements cannot be made available 
until after they are paid for. The bonds secured by a mortgage 
on the new property are, however, issued. These are deposited 
with a trustee and three- or, five-year collateral trust notes are 
sold, convertible into the bonds. At the time of issue this con¬ 
version privilege is without value, but as the profits on the oper¬ 
ation of the new property begin to be reflected in the general 

Trust 6s, 1914, were convertible into common stock taken at 105% of its par 
value. But instead of adjusting the fraction by script the company required 
a noteholder to pay the premium of $50 for each $1,000 note in order to secure 
ten shares of stock. 

38 See note h of this chapter, page 387. 
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earnings of the company the prospective open market value of 
the issued but unsold bonds rises sufficiently high to induce 
bankers to purchase them without too large a discount. Some 
discount, however, there surely will be, and the notes are made 
convertible at the prospective market price of the bonds. 8 
Through this conversion a considerable portion of the entire 
note issue will be canceled, thus simplifying and making easier 
the sale of a sufficient number of the deposited bonds to pay off 
the rest of the notes. 1 The company must be careful, however, 

not to set the conversion ratio too low-unless it makes the 

notes callable before conversion-otherwise the improvement in 

the credit of the company will benefit the noteholders rather than 
the company itself. 11 If the bonds into which the notes are con¬ 
vertible are themselves convertible into common stock, a pro¬ 
vision is usually inserted permitting the notes also to be con¬ 
verted into common stock. This is obviously fair. For instance, 
the Ohio-Kentucky Gas Corporation (a subsidiary of the failed 
Appalachian Gas Company) had an issue of $475,000 of notes 
due 1932 and convertible into an equal par value of First Mort¬ 
gage 672s due 1943. The latter had conversion warrants at¬ 
tached, permitting the conversion of the bonds into common 
stock according to certain prescribed ratios. The notes were 
therefore made convertible into common stock at the option of 
the holder on the same conditions. 

“ For instance, the Twin State Gas and Electric 6%> Notes, due 1916, con¬ 
vertible into the First and Refunding Mortgage Bonds of the same company 
at 93 - 

* See note aa for similar expedients used by public utility. 

14 The case of the Central New York Gas and Electric Company is in point. 
This company sold $150,000 6% notes in order to help pay for its properties 
and improvements in 1911 about the time it was organized. There were only 
“prospective earnings” to show to the investor and the company had placed 
a considerable issue of first mortgage bonds upon its property. To make the 
notes attractive, they were made convertible, after October 1, 1915, into the 
first mortgage bonds at 85%-the price at which the company would presum¬ 

ably sell the bonds to bankers. At the same time the notes were made callable 
at par on October 1, 1915, or on the very date when the conversion privilege 
began. Bv October 1, 1915, in spite of the depression caused by the war, the 
earnings of the company had so improved that the long-term bonds could be 
sold to bankers at a price above the conversion ratio. Accordingly, the com¬ 
pany called and paid the notes before the noteholders had an opportunity to 
convert them. 
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Double Conversions. -In a few cases two or more issues of 

bonds are convertible into the same issue of stock. When the 
ratio of conversion is the same for all the issues, there is no 
speculative advantage of one issue of bonds over the other ; and 
the only thing for investors to note is that stock, with large 
issues of convertible bonds that may be converted at any time, 
will with difficulty rise in market price above the conversion 
ratio. For example, there have been at one time, three separate 
issues of debenture bonds of the Atchison, Topeka and Santa 
Fe Railroad, all convertible into the common stock at par. 

Difficulty arises when a corporation creates two issues of 
bonds convertible into the same stock at different ratios. In a 
sense there is injustice if the later series of bonds may be con¬ 
verted on more favorable terms, because the holders of the 
earlier series have no means of protecting themselves. For 
example, in 1909, when its stock was selling above 120%, the 
Southern Pacific Company issued $81,000,000 of 4^0 bonds 
convertible into stock, taken at $130 a share. In 1914, owing 
to a lessened credit and higher general interest rates, with its 
stock selling well under its par value, the company issued $54,- 
000,000 5^0 bonds convertible into stock taken at par. Obvi¬ 
ously, bonds of the latter series were much to be preferred; and 
with their issue the market price of the 4^’s fell below what it 
would have been had the 5 bonds with the lower conversion 
ratio never been issued. v 

Conversion Ratios of Stocks. -Convertible preferred and 

Class A common shares show great variations in the conversion 
ratios. In the case of railroad preferred shares the ratio is 
almost invariably par for par whereas there is a wide and 
divergent range of conversion ratios for industrial preferred 
shares. The General Asphalt Company’s 5^0 cumulative pre¬ 
ferred shares, for example, were convertible into common 
shares, the latter to be taken at 66^<3 % of their par value. Vari¬ 
ations in the conversion ratio are to be observed especially 
among the more highly speculative industrial stocks, which came 

T See also the issues of convertible bonds and preferred stocks of the 
Alleghany Corporation; pages 267, 389, 399, 401. 
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into prominence during the earlier years of the Great War. w 
Subsequently, with the rise into prominence of two classes of 
common stock, the convertibility of one class into the other 
began to appear. In fact, before this, in the decade from 1919 
to 1929, when the majority of new incorporations had a no-par 
common stock, it was quite common for a preferred stock to be 
convertible into from one to five shares of no-par common stock. 
In the later part of this period from 1925 to 1030, preferred 
stock issues of inflated public utility holding companies and the 
more speculative industrials almost invariably provided for some 

high conversion ratio-five shares to as high as 20 shares-for 

changing the preferred into either Class A or Class B common 
stock, or perhaps both. Sometimes one share of Class A stock 
could be exchanged into two or three shares of Class B stock, 
although an even exchange was not unusual. 

The preferred stock (series A) of the Appalachian Gas 
Company, described in some detail later in this chapter, 29 pro¬ 
vided for conversion as follows : one share of preferred stock 
was convertible into 10 shares of common, if converted before 
January 1, 1932, 9 shares if before January 1, 1934, 8 shares 
if before January 1, 1936, 7 shares if before January 1, 1938, 
and into 6 shares if converted before January 1, 1944. The 
company passed into the hands of receivers by May, ±932. 
Meanwhile, both the preferred and common stock had become 
practically worthless. 

Periods of Conversion,- The third important feature of 

convertible securities concerns the time and the period during 
which conversion may take place. When the life of the bond 
issue is short, the conversion period usually extends from the 

w The Willys-Overland Company had been formed in 1912—an exor¬ 
bitantly overcapitalized automobile business. Its common stock represented 
merely potential earning capacity. Yet, during 1914 and iq i 5 > so great were 
the profits in the automobile industry that the common stock rose to over 
$260 a share in November, 1915. Seeing an opportunity for further inflation 
the management retired the old preferred stock and sought to sell to the com¬ 
mon shareholders new preferred stock at 102^%. To add to the attractive¬ 
ness of the offering, the preferred stock was made convertible into the com¬ 
mon stock at $300 a share-the highest conversion ratio the writer has 

observed. 

39 Page 407. 
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date of issue, or a few years after, to the date of maturity. 
When the bonds are long-term, especially if they are the bonds 
of railroads, the conversion period usually comprises only a part 
of the life of the bond. x It begins some years after the bonds 
are issued and ends some years before the bonds mature. In 
case of public utility and industrial bonds which are, as classes, 
of shorter life than railroad bonds, the conversion period is apt 
to coincide more nearly with the dates of issue and maturity. 
In rare cases, the conversion period is split up into smaller 
periods during each of which there is a different ratio. y With 
convertible stocks fixed time limits are unusual. 

Frequently only a part of an issue of bonds is convertible. 
Sometimes the issue is originally created in two parts, one con¬ 
vertible and the other not convertible, and sometimes part of an 
issue is subsequently endowed with the convertible feature for 
some special reason.* Such cases are very annoying, because if 
the convertible feature possesses value the issue will have two 
market prices. 

* Investors Have sometimes lost an opportunity of profit through neglect¬ 

ing to avail themselves of conversion, finding that after the period of con¬ 
vertibility is past, the bonds become less valuable. The Brooklyn Rapid 
Transit Company’s 4% Bonds, due 2002, were convertible into stock up to 
July 1, 1914. On June 30, the stock was quoted at $93 » share, and the bonds, 
being convertible on an even basis, were quoted at 9 3%. On July 1, an in¬ 
vestor who had neglected to take advantage of the convertible feature of his 
bonds found to his dismay that his bonds would only command a market price 
of 81%-their value as a straight investment. 

7 For example, the Southern Railway Company issued in 1908, $15,000,000 
three-year convertible notes. During the first year they were convertible 

into General Mortgage 4^ Bonds at a ratio of 80. During the second year 
they were convertible at 82^% and during the last year at 85%. 

Perhaps the most extraordinary of these varying conversion ratios is that 
of 6% one-year notes of the Gas Securities Corporation, issued in March, 
1913. Between March 10, 1913, and May 10, 1913, each $1,000 note entitled 
the holder to purchase for $1,000 cash $1,000 preferred and $300 common 
stock of the Utilities Improvement Company. Thereafter each month the 
amount of common stock was lowered by $10, so that in the last month of the 
twelve $1,000 in preferred and only $200 in common was given for $1,000 
cash. The note itself was accepted at its par value instead of as cash. 

* For example, the Seattle Electric Company had outstanding $5,000,000 
Consolidated and Refunding Mortgage S% Bonds. Nothing in the original 
mortgage indicated any convertible privilege, yet by means of a supplemental 
agreement, $1,500,000 of the issue were made convertible before August 1, 
1912, into common stock of the company, taken at no. 

The strange division of the preferred shares of the Seaboard Air Line 
Railway (note n) was due to a consolidation in 1915, in which two different 
kinds of securities were refunded by means of the issue of preferred stock. 
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The case of the S. R. Kresge Co . 30 is an example. So also 
are the bonds with detachable warrants removed, as compared 
with bonds of the same issue having the warrants still attached. 
These are described at more length in the following sections. 
The Preferred Stock 5*^2% Series A of the Alleghany Corpora¬ 
tion consist of three distinct issues. One issue has no warrants 
and was issued as the result of the conversion of collateral trust 
bonds. Another issue has non-detachable warrants entitling the 
holders to buy 150% of common stock at $30 a share. And a 
third issue has detachable warrants entitling the holder to buy 
1 5°% of common at $40 a share. During parts of 1931 and 
1932, when the preferred stock sold for less than $1 a share, 
there was absolutely no difference in quoted value for these 
separate issues of preferred stock. 

'Warrants.-The second great class of convertible issues in¬ 

cludes the detachable warrants. These comprise three types. 
There are first the ordinary warrants issued with bonds and 
shares of stock and intended to give the investor the privilege of 
retaining the speculative or conversion element of the convert¬ 
ible security with the investment element as a single investment, 
or else separating the two and selling one or the other on the 
open market. There is also the group of detachable warrants 
which go to investment bankers and are intended to be exer¬ 
cised by the bankers rather than the general investors. This 
type is very like banker's options. The third type comprises 
warrants issued independently-usually at time of reorganiza¬ 
tion-and commanding a value merely as a call on some cor¬ 

porate security, usually a common stock. 

Bonds with Detachable Warrants.-Bonds with detachable 

warrants, the first class mentioned in the preceding paragraph, 
were practically unknown before 19:25, aa but in that year they 

aa In the 1926 edition of Financial Policy of Corporations, prepared for 
the press in 1925, the writer considered them of only footnote importance. 
Before 1925 there had been only three cases of warrant-securities of general 
importance. In 1911—the first instance in American finance—the American 
Power and Light Company, at that time closely affiliated with the General 
Electric Company, issued some notes. They had no specific security and 


90 Page 383 of this chapter. 
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sprung suddenly into prominence. An estimate states that over 
$82,000,000 par value of bonds with warrants were issued in 
1925 and over $400,000,000 in 1926. 31 In the spring of 1929, 
the Southern Pacific Company brought out a great issue of 
$65,000,000, 4debentures, due 1969, with detachable war¬ 
rants,^ and thus gave the sanction of a great railway corporation 
to the new financial device. After October, 1929, when stock 
market values had begun to decline, their issue ceased altogether. 
They may be said, therefore, like the older forms of convertible 
bonds and stocks to have come into existence and to have found 
favor during the upward swing of the industrial cycle. They 
are one more type of security issued during periods of economic 
optimism as a speculative lure to make marketable an inferior 
security. And they serve their purpose only when the tempo of 
the time places a money value on their speculative enticement. 


the only assets of the company were common stocks of widely scattered elec¬ 
tric companies in an embryonic stage of development. According to the usual 
standards these notes had little substantial security—unless perhaps the ex¬ 
cellence of management that had already shown itself in the American Gas 
and Electric Company, the older affiliate within the General Electric Com¬ 
pany’s sphere of influence. Accordingly, to each of the American Power and 
Light Company’s notes was affixed a detachable and transferable warrant by 
which the holder could either convert the note, or another of the same denomi¬ 
nation, into common stock or else subscribe for common stock at par. The 
same device was adopted in connection with the sale in 1916 of the 100-year 
6 % debentures of the same company. At the time the latter were issued the 
straight bond possessed a market value of &&% and the separate conversion 
warrant a market value of $6 per $100 of converting privilege. 

In June, 1916, the stockholders of the Northern States Rower Company 
were offered option warrants to convert upwards of $8,000,000 6% notes into 
either preferred or common stock of the company. The warrants were 

offered by the company at $3 each-each warrant enabling the conversion of 

$100 par value of notes. The privilege was restricted to the period from 
April 1, 1918, to April 1, 1922. 

bb Total issue $65,166,000 par value, interest 4 due 1969. Issuable to 

stockholders of record April 8, 1929, to the extent of 1par value, of 
the stockholders record holdings at 94^ and accrued interest. Each bond of 
par value of $1,000 carried a non-detachable warrant enabling the holder to 
subscribe, prior to May 1, 1934, to Southern Pacific Company’s common 

stock at $145 a share and accrued dividends. The stock was then selling at 
about $125 a share, although it had sold at $138 a share earlier in the year 
and had not sold below par for several years. It sold as high as 157 in 1929 
and as low as 6J4 in 1932. 

81 Whitney, W., .43 Magazine of W’all Street 1x06 (April xo, 1929). These estimates 
are unsupported by published evidence, and are given in a brief article intended for 
popular reading. 
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The Warrant Part of the Bond. -Warrants may be either 

detachable and transferable from bearer to bearer and thus en¬ 
tirely independent, physically and legally, from the bond or 
certificate of stock to which they were originally attached; or 
they may be non-detachable ; that is, the title to the bond or stock 
certificate and the attached warrant pass together so that the 
privileges of the warrant may be exercised only by the owner of 
the bond or stock certificate to which it was originally attached. 
The former was the more common in the period from 1925 to 

1929 since the corporations, after 1926, found that bankers- 

and their speculative investor customers-would pay more when 

the warrant was removable and, therefore, subject to a separate 
and independent market. Detachability became, therefore, a 
positive element in determining the price to be received for a 
warrant-bond issue. Unless the context implies otherwise, it 
will be understood hereafter that detachable warrants cc are 
under discussion. It should be added, however, for the sake of 
completeness, that there exist numerous cases in which the war¬ 
rant is issued as non-detachable but becomes detachable after a 
certain date or in case the primary security is called for pay¬ 
ment. Two issues of the 5^2 Series A preferred stock of the 
Alleghany Corporation illustrate both of these variations. The 
issue brought out in February, 1929, had warrants that are de¬ 
tachable only if the preferred stock is called for redemption; the 
issue brought out March, 1930, had warrants detachable after 
July I, 1930. 32 In fact, though convertible warrants have 
taken a regular place in American finance only since 1926, they 
have already been issued in such a profusion of forms that 
precise generalizations are difficult. 

Description of Warrants. -Bonds with detachable war¬ 

rants have tended to supersede the old form of straight con- 

cc The term warrant is used generically to cover the class of securities 
representing a certificate of call—a bearer option. Other terms are some¬ 
times employed by the issuing corporations. For example, Loew’s, Inc. (in 
the moving picture industry) had outstanding two sets of warrants. Those 
which belonged to the preferred stock were called warrants, while those 
belonging to the 6% debentures were called debenture rights. From the 
point of view of this discussion, both are warrants. 


Sec page 399 of this chapter. 
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vertible bonds for tbe simple reason that investors will pay more 
for convertibility in this form. Like convertible bonds, the 
warrants are ordinarily attached only to debentures of meager 
security, dd which, in many cases, never had more than a vision¬ 
ary value. On the other hand, many warrants, in the inflated 
stock market of the autumn of 1929, gave their holders the 
opportunity to obtain enormous profits. 

A warrant usually contains five conditions or clauses. The 
first states the kind of security which may be bought and the 
provisions, if any, for protecting the warrant holder. These 
protective provisions are sometimes very perplexing and illu¬ 
sory. This is particularly true regarding the warrants attached 
to foreign issues. Frequently no formula is prescribed indi¬ 
cating the rights of the warrant holder in case the number of 
shares of stock, of which the warrant is a call, is increased by 
“splits,” stock dividend or mere increase ; nor is there any state¬ 
ment regarding the rights of the old warrant holders when new 
warrants are issued. 

The protective provisions should also cover the possibility 
that the company may merge with another. When the Com¬ 
monwealth and Southern Company took over the Pennsylvania 
Ohio Edison Company, both corporations had warrants out¬ 
standing. As part of the consolidation, an equitable arrange¬ 
ment had to be consummated giving the Pennsylvania Ohio 
Edison warrant rights to the Commonwealth and Southern 
stock. Another danger to the warrant holder is that the com¬ 
pany may issue more of the same kind of security for cash or 
as a security dividend. 

The second clause in the warrant states the price at which 
the warrant holder may purchase stock. This price may vary. 
It is not uncommon to provide that the price of the stock to 
be purchased shall be one price if the right of purchase is 
exercised before a definite date, and a higher price if the right is 
exercised later. Sometimes there are several steps. In one case, 

** Like other broad statements, subject to many exceptions, such as Con¬ 
tinental Oil Company first mortgage 6s, 1938, with warrants entitling sub¬ 
scription to stock at $9 a share. 
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the German General Electric Company, the call price varied with 
the number of warrants submitted for stock purchases. 

The number of shares which the holder of the warrant is 
entitled to acquire is stated in the third clause of the warrant. 
This varies greatly, and there is no usual number of shares 
purchasable with the warrant attached to a $1,000 par value 
bond. But aside from the lack in uniformity of the contractual 
privileges, there is no uniformity in terminology. The largest 
public market for warrants is the New York Curb Exchange; 
but the listing committee may use a different terminology from 
the corporation itself. When the warrant is a call for a single 
share, there is no confusion. But when the warrant is a call on 
more than one share, the corporation may speak of the warrant 
in the singular, whereas the Curb Exchange may speak of the 

same piece of paper in the plural-namely, as many warrants as 

there are purchasable shares. The Remington Rand Deben¬ 
tures have warrants calling, each for five shares. The corpora¬ 
tion speaks of each of them as a warrant, the Curb Exchange 
refers to the same piece of paper as five warrants. 

A fourth clause in the warrant specifies the alternative form 

of payment, if any-that is whether or not the bond to which 

the warrant was attached or any other form of security may be 
used in lieu of cash payment for the new stock; and the final 
condition refers to the time limits, if any, during which the 
rights of the warrants may be exercised. In some cases, the 
rights are perpetual. 

Industries Issuing Warrants.-In actual practice, about 

two-thirds of the separate issues of warrants brought out dur¬ 
ing the period from 1925 to 1929 pertained to public utility 
holding companies or else investment trusts. Among indus¬ 
trials the only industry that utilized to any extent this type of 
financial instrument was aviation. 33 Perhaps* three-fourths of 
the warrants were issued by these three types of corporations ; 
this is explained by the fact that in the closing years of the IQ20 

as Henry, A. E. J., A Survey of Warrants, Harvard Graduate School of Business 
Administration (1930). This thesis made a study of speculation by means of warrants 
and will be referred to in that connection later. 
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to 1929 cycle these received the greatest amount of attention 
from speculators. They were the industries in which “pyramid¬ 
ing” rose to the most dizzy heights, the industries which were 
to inherit the greatest riches from the plenitude of the New Era. 

Speculation in Warrants.-During the period from 1925 

to 1929 brokers and speculators alleged that a speculator could 
profit more from a rising market by buying warrants outright 
than by carrying margin accounts, and also that the speculator 
would lose less during a period of declining values. To subject 
this theoretical surmise to some kind of test a collection of ap¬ 
proximately 50 warrants was studied. 34 The price studies of 
these warrants covered the period from their issue to April I, 

1 93 °* This included a long period of ascending values and a 
period of precipitous decline followed by a temporary rise. 
Confirmatory to the popular notion it was found that if the 
margin protecting the common stock speculation was 50% or 
more during a rising stock market there was little advantage 
one way or the other; but if the margin was less than 50%, 
conspicuously more speculative profit could have been obtained 
by buying warrants than by carrying the common stocks on 
margin account. During a declining market, smaller losses 
would have been sustained from the outright ownership of war¬ 
rants than from carrying the corresponding stocks on margin 
accounts. 

The details of this investigation may have some interest. 
Tables were set up covering 33 warrants for which accurate 
market statistics could be found, both for the warrants them¬ 
selves and the common stocks on which they constituted a call. 
In parallel columns were given the low points, since the date of 
issue of the stock and the price of the warrant on the date. 
There were set down the stock and warrant price as of March 
31, 1930, and the relative rise in both stock and warrant re¬ 
duced to a percentage basis. The relative rise in price of stock 
as compared with warrants was expressed in the ratio of 1 to 
2.2. During the decline of the autumn of 1929, the same statis- 


84 Henry, ibid. 
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tical study showed that a 50*^0 margin would have extinguished 
the account of the speculator in 83^ of the cases, whereas had 
the outright purchase of warrants been undertaken in no case 
would the speculator have been “wiped out/’ In summary, it 
may be said that, given the same amount of money to hazard 
in the speculation, more profit is obtained in a rising market by 

the purchase of warrants-over twice as much in fact-than by 

the outright purchase or the marginal commitment : n the corre¬ 
sponding common stock; and during a falling market the out¬ 
right owner of warrants will not be “wiped out.” 35 

Though these principles have been only vaguely apprehended 
by speculators, the demand for warrants during the short period 
that they were available so enhanced their market price that, al¬ 
most invariably, they sold for more than any theoretical compu¬ 
tation of values would justify. This fact, and the ever-present 
urge for an instrument of speculation that shall represent a min¬ 
imum of capital investment, suggests that in the years to come 
warrants in somewhat modified forms will be permanently used 
in American finance. 

Dilution by 'Warrants.-The existence of warrants results 

in a distinct dilution of the equity pertaining to the common 
stock of a corporation. Ordinarily an investor or speculator, in 
estimating the value of his common shares, computes the net 
earnings of the corporation, after all prior charges, available 
to each share of common stock. This is his criterion of value. 
But when there are outstanding, in addition to the shares of 
stock, a large number of warrants that may be converted into 
stock, he has no dependable divisor to be applied to the earnings. 
If the corporation is successful, the descent upon it of a great 
swarm of warrants will very materially reduce the value of each 
share of stock. If the corporation is not successful, the warrant 
conversions will not be exercised, but this is slight consolation to 
the stockholders. 

The number of these outstanding warrants, with reference 
to the outstanding shares of stock, is sometimes unusually 


** Ibid. 
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large “ and often equal to a half of the total outstanding 
common shares." 


Reorganization Warrants -The other type of warrants, 

which have come into existence only recently, represent issues 
created at the time of reorganizations to be given to the holders 
of almost worthless securities. In the older reorganizations, 
perhaps before 1907, the common and sometimes the preferred 
shareholders whose values had vanished in the failure were 
simply eliminated. They were, in the vernacular of the market 
place, “wiped out.” But during the reorganizations after 1920, 
it has been the custom to allot to the holders of old stock, worth¬ 
less except for the shadow of an equity, some kind of consider¬ 
ation, usually in the form of a right to purchase new stock of 
the reorganized company. Since 1929 warrants have supplied 
an instrument which cost the reorganized corporation nothing, 
yet afforded the “some kind of consideration” which current 
financial practice requires as a gesture to conform to conven¬ 
tional ethics. These reorganization warrants represent a call on 
the common stock of the new company at a price far above its 
value as the company emerges from reorganization, yet a value 
which the-new common stock might easily attain if the reorgan¬ 
ized corporation proves successful. The reorganization of the 


•• As of 1930, the following corporations had outstanding a number of 
warrants equal to or in excess of the outstanding number of shares. This 
table is given only as an illustration of a principle. In the cases enumerated 
below, the relative number changes continuously ; and other corporations are 
issuing or retiring their warrants and their shares of stock. 


Corporal ion 

Foreign Power . 

Public Utility Holding- Corporation 

Bureo . 

North American Aviation. 

United States Electric Power. 


Number of 
Shares 
1,489,635 
3,1 84,313 

94,405 

2,000,000 

6,500,000 


Number of 
Warrants 

7,256,47s 

3,73 4,313 
1 7S,ooo 
2,000,000 
6,500,000 


tr The following corporations—again as of 1930, had outstanding warrants 
equal or nearly equal to half the number of outstanding shares. 


Corporation 

Commonwealth and Southern. 
Electric Power and Eight. . . 

International Utilities. 

Tri-Continental. 

United Corporation. 

Commercial Investment Trust 


Number of 
Shares 


Number of 
Warrants 


31,164,172 
1.775,904 
666,1 18 
2,020,150 
7,353,515 
2,064,038 


16,327,068 
662,z 32 
333,882 
1,008,650 
3,733,059 
1.434,056 
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Appalachian Gas Company, involving two separate and distin¬ 
guishable issues of reorganization warrants, illustrates the use 
of warrants of this character. 

The Appalachian Gas Company was incorporated on Octo¬ 
ber 14, 1929-at the very apex of the period of stock market 

speculation. It acquired the common stocks ot a series of small, 
widely separated natural gas companies in the ^Vest Virginia 
and southwestern gas fields and immediately expanded by ac¬ 
quiring a top holding company, called the Empire Corporation, 
itself an over-expanded electric, gas, and ice holding company. 
In the first full year of operation, 1930, the combined income of 
all the subsidiaries amounted to $4,500,000 and out of this only 
$725,000 remained as accrued income to the top-top holding 
company. But the debentures, issued a few months after its 
organization and amounting to $13,000,000, called for nearly 
$800,000 interest before any income became available to the 
preferred or common stocks. During the following year, 1931, 
the company suffered a net deficit of $200,000 before dividends 
of any kind. In May, 1932, receivers were appointed for the 
company, following the appointment of receivers of two impor¬ 
tant subsidiaries during the two months preceding. 

At the time of the receivership there were outstanding ap¬ 
proximately $13,000,^00 par value debentures. After the trou¬ 
bles of the company became apparent, some of these debentures 
sold as low as $3.75 for a $1,000 bond. Behind these deben¬ 
tures was an issue of convertible preferred stock and behind this 
nearly three million shares of no-par common stock. In the 
reorganization the debenture holders were given $400 in new 
income-debentures, and 60 shares of new common stock. The 
preferred stockholders were given for each share (par $100 and 
originally sold, with bonus of common, for $100) a warrant 
entitling the holder to buy two shares of the common stock of 
the new or reorganized company for $1 a share during the suc¬ 
ceeding five years. The common shareholders were given for 
each share a warrant entitling the holder to buy one share of this 
new common stock for $5 a share during the succeeding five 
years. It is obvious, therefore, that there are outstanding two 
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classes of these reorganization warrants, one entitling the holder 
to buy a share of stock for $i and the other entitling the holder 
to buy the identical share of stock for $5. 

Dilution of Value of Conversion Through Corporate 

Changes. -One of the perplexing and at the same time serious 

problems arising with the conversion of securities is connected 
with changes, not contemplated, at the time of issue, which arbi¬ 
trarily affect the value of the secondary security into which the 
primary security is to be converted. Such changes are fre¬ 
quently of great disadvantage to the holder of the primary secu¬ 
rity in that the conversion security either entirely disappears or 
else becomes much less valuable through alterations in the 
financial situation of the corporation not contemplated when the 
convertible bond or the share of stock was originally issued and 
not to be anticipated by the security holder. 

From the point of view of the law, without any specific 
protecting contract, the holder of a convertible security is prac¬ 
tically helpless to prevent the extinction or dilution of his con¬ 
version privilege. There is an old Massachusetts decision 

written by Justice Holmes-later of the United States Supreme 

Court-which is usually referred to as the leading and legal 

authority. ae In this decision the court stated with considerable 
emphasis that a conversion privilege in no wise obligated the 
corporation to hold inviolable the rights adhering to any con¬ 
vertible securities. Conversion is merely the right to take what 
happens to be available when the right of conversion is exer¬ 
cised.^ Under this view conversion is merely the privilege of 
taking what the corporation may see fit to offer, and until the 
exercise of the right of conversion the holder has no voice in 
restraining corporate actions which may destroy the total value 
of the security which the corporation originally contracted to 
give him. 

** The conversion privilege “is simply an option to take stock as the stock 
may turn out to be when the time of choice arrives." 87 


••Parkinson v. West End Ry. Co., 173 Mass. 446 (1899). 
** Ibid. 
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The value of the security into which a bond or share may be 
converted may be totally destroyed in one of two ways. The 
secondary or convertible security may be extinguished through 
the merger or consolidation of the original corporation, so that 
no security exists when the holder seeks to exercise his conver¬ 
sion privilege, or the total outstanding issue of convertible se¬ 
curities may have been paid or refunded and therefore eliminated 
from the corporate financial structure before the right of conver¬ 
sion becomes available. In either case the holder of the converti¬ 
ble security has his conversion right entirely extinguished. 1111 In 
other words, the corporation may consolidate or merge its assets 
with another corporation, pass through reorganization, whether 
the actual assets are sold under the order of a court or not, and 
the right of conversion ceases if the securities originally desig¬ 
nated pass out of existence. The corporation cannot be forced 
to deliver that which it has not, 39 and although the original 
obligation may continue to the new corporation, that part of it 
which represents merely the right to demand conversion ceases. 
And similarly, if, after the convertible security has been issued, 
the corporation pays off or extinguishes by exchange into an¬ 
other type of security the security into which the convertible 
issues were exchangeable, the holder of the convertible issues 
cannot force the corporation to reinstate the issue. 

The value of the security into which a bond or share may be 
converted may be diluted in one of four ways. Prior to the 
effective date of conversion the corporation may issue a stock 
dividend or series of stock dividends to the holders of the secu¬ 
rities into which the convertible issue may be exchanged. Or 
the secondary stock may be split up so that one share of stock 
has only a tenth or a hundredth part the value of the unsplit 

hh “If the corporation which made the bond finds it for its interest to go 
out of existence at or before the maturity of the obligation, the option to 
convert given to the bondholder will not stand in the way. The option gives 
him merely a spes , not an undertaking that the corporation will continue for 
the purpose of making it good ” 98 


88 Parkinson, etc., ibid. , Q<Q v 

88 Tagart v. Northern Ont. Ry., *9 Md. 557 C 1 868>, 
case cited above. Also Lisman v. Milwaukee, etc Ry., ibi 
v. Chicago and Northwestern Ry., 163 Red. 330 (1908). 


supported 
Fed. 472 


by the Parkinson 
C1909) and Welles 
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stock 11 which the holder of the convertible security thought he 
was to receive. Or, additional new stock of the same class may 
be issued, far below the market or asset value of the old con¬ 
vertible stock, so that when the right of conversion becomes 
effective, the stock has far less value than when the convertible 
bond or share was originally issued. Or, a completely new type 

of security-a new preference stock or a new Class A stock- 

may be created and interpolated between the primary security and 
the security into which the latter was to be converted so that this 
convertible security has little or no real value. Under none of 
these suppositions has the holder of the conversion security a 
right of action against the corporation. He must take what the 
corporation offers. 

Protection Against Extinction and Dilution.-In view of 

the weakness of the holder of convertible securities in protecting 
the value of his conversion privilege in the case of changes of 
financial structure, similar to those outlined in the preceding 
paragraphs, it has become quite usual for the corporation to in¬ 
clude in the covenant of the obligation to permit conversion a 
statement of the adjustments that can be made to maintain the 
value of a conversion privilege. The simplest of these adjust¬ 
ments is that arising from a stock dividend or stock split. In 
such a case a formula is provided to enable the holder of the 

convertible security-and the trustee, if a trustee is supposed to 

protect the conversion privilege-to calculate the proportionate 

new shares he is entitled to receive. Such a provision may pro¬ 
vide that in case a stock dividend or a split occurs before the 
effective date of the conversion the holder shall be entitled to 
receive the same amount or number of shares, or the same privi¬ 
lege of stock subscription, as if he were a stockholder of the 
same number of shares as his conversion privilege entitles him 
to receive. Such a provision would effectively prevent the dilu- 

11 In one case a court stated, obiter dicta, that a stock was split ten to one 
and the new split stock offered the bondholders instead of the unsplit stock, 
the bondholder could not complain. The conversion privilege was ‘‘ten shares 
of stock” and nothing was said about the continuing value behind the shares 
of stock. 40 

40 Gay v. Burgess Mills, 30 R. I. 2131 (1909). 



THE PRIVILEGE OF CONVERSION 


411 


tion of the secondary security by any ordinary corporate action. 
And the extinction of his conversion privilege by merger or 
consolidation may be guarded against by giving to the holder 
the right to convert his security into securities having an analo¬ 
gous position in the new company to that which the convertible 
securities had in the old company. Such a statement need not 
be so precise as to cover every conceivable contingency, but it 
should state the intent of the corporation to acknowledge the 
right of conversion as a continuing right extending over to the 
new corporation resulting from merger, consolidation, or reor¬ 
ganization. Elaborate formulae may not meet every possible 
hazard or change, but a clear expression of intent can be applied 
to the circumstances as they arise. 

The most difficult problem of protection occurs in connec¬ 
tion with warrants. Here there is no primary security ; there is 
only the value of the right to convert into something which the 
corporation can subsequently make what it wishes. Accord¬ 
ingly it has become customary, especially in the warrants issued 
since 1931, to define with considerable precision the amount 
and character of the stock to which the warrant holder is en¬ 
titled. Even then, with considerable elaboration of definition, 
there is very little assurance, in view of the vigor of the court 
decisions cited before, that the warrant holder has any rights 
which the corporation may not emasculate by consolidation or 
stock splits. At best a warrant is the expression of a corporate 
intent to give the holder what a future board of directors see fit 
to give him. It is the promise of a shadowy future value. 

Main Purpose of Convertible Issues. -The purpose of all 

convertible issues is to enable the corporation to obtain a market 
price for an issue of securities which would be impossible with¬ 
out the convertible feature. It is by no means a subterfuge 

11 The Tri-Utilities 5^0 convertible debentures issued 1929 and due in 1979 
were issued under an indenture which contained an elaborate provision de¬ 
scribing the conditions of conversion according to various contingencies. The 
elaboration of the document is somewhat amusing, although it must have pre¬ 
sented a perplexing puzzle to the lawyers—because the Tri-Utilities Cor¬ 
poration passed out of existence within a comparatively few months of the 
issue of the debentures, and the debentures themselves presently became 
worthless. This was a contingency not contemplated by the lawyers. 
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resorted to by weak corporations. The Pennsylvania, the Dela¬ 
ware and Hudson, and the New York, New Haven and Hart¬ 
ford railroads in the periods of their greatest strength sold 
convertible bonds. Yet with the few exceptions in which con¬ 
version is resorted to for purpose of avoiding local taxation, kk 
the convertible security is created in order to meet the public 
demand for an investment combining apparent safety of prin¬ 
cipal with speculative opportunity for enhancement in price. Its 
value is therefore the resultant of two distinct and incommen¬ 
surable factors-certainty and chance of appreciation. One 

represents the value of the security by reason of its inherent 
strength as a direct obligation of the corporation. This value 
is independent of the conversion privilege and would remain 
unaltered were it taken away. The other element represents 
the value attaching to the privilege of convertibility. In the 
case of a bond this latter is a direct function of three independent 
variables : ( i ) the margin of earnings of the corporation above 
its interest charges; (2) the market price of the stock into which 
the bond may be converted ; and ( 3 ) the time during which the 
convertibility continues. Altogether these variables measure 
the possible profit to be realized through conversion, and there¬ 
fore the value of the convertible privilege merely as a possible 
chance of profit. In the case of a convertible stock, the market 
price is the resultant of the two former variables only, and is 
sometimes easier to estimate as it is not restricted in time. 11 

These cases are rare, but illustrate excellently the anomalies of our 
local tax laws. An example occurring some years ago was unusual. The 
Augusta, Hallowell and Gardiner Railroad had outstanding an issue of 4% 
bonds maturing in 195and convertible at any time into preferred stock 
secured by the bonds and to be redeemed by the company in 1951. In other 
words, the preferred stock was to all intents and purposes the same as the 
bonds-—except in name. Yet, because of the name, the stock was non-taxable 
Maine and many other states, while the bonds were subject to local taxation. 
A conversion would be made, therefore, solely to avoid taxation. 

Two independent studies were undertaken to measure the speculative 
profits, if any, from the purchases of ordinary convertible bonds. Obvi¬ 
ously, the answer will depend largely upon the period chosen for examina¬ 
tion. The first of these studies made a random selection of groups of rail¬ 
way, public utility, and industrial convertible bonds/ 1 Without going into 
the detail s of the statistics, which were based on certain more or less arbitrary 

_ . 41 Broach. F. C., Speculative Possibilities of Convertible Bonds, Harvard Graduate 
School of Business Administration <1937). 
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From an investment point of view this union of apparent 
security with possible increase of value is a mistake. The in¬ 
vestor for income is required to pay for the conversion privi¬ 
lege which he does not care for, and the speculator is required 
to pay for apparent security, which he does not want. More¬ 
over, convertible bonds of dubious value may often command a 
market price, through the presence of the conversion privilege, 
which brings them into the class of bonds of high security. In 
this manner the investor deceives himself into believing that the 
convertible bond is a higher security than it is, or else deceives 
himself into believing that he is getting the conversion privilege 
without paying for it-getting something for nothing. 

In this entire chapter it has been presumed that conversion 
was a right to be exercised only at the option of the holder of 
the security- There are a few instances, however, when conver¬ 
sion is at the option of the corporation . 111111 Such securities. 


assumptions-it seemed to be clear that convertible railroad, bonds offered 

little chance of profit, beyond normal interest rates down to 1926. The re¬ 
sults showed more profit in the industrial and public utility fields, but it 
should be remembered that the public utility industry, as a whole, had enjoyed 
increasing prosperity down to 1926/* 2 

The second study comprised a random selection of industrial bonds. The 
results are conveniently shown in the form of two tables. 

A. Ronds issued in the period 1920 to 1924, inclusive : 


Bonds, which at one time or another down to the fall of 

1929, could be profitably converted..*.... 

Bonds which would not be converted (passed).. 


B. Bonds issued in the period 1925 to June, 1928: 

Bonds that would be converted. 

Bonds that would not be converted (passed). 


Defaulted 


No. of 

% of 

Bonds 

Total (49) 

1 1 

22% 

33 

7 8% 

49 

100% 

29 

47 % 

33 

5 3 % 

62 

100% 

2 

3% of ; 


all 

kinds considered 


The differences in the two tables show, obviously, differences in general busi¬ 
ness conditions. 

If these tables are indicative of general conditions—and it would take a 
larger group to present a result more conclusive—it would appear that even 
during the upswing of the industrial cycle, hardly more than a third of the 
convertible bonds may be converted with profit. 

mTO A number of issues of the Associated Gas and Electric Company were 
convertible into other securities at the option of the company. On January 


Franklin, J. C., ibid. 
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however, constitute nothing more than a transitional stage, as 
the company will demand conversion when its own welfare is to 
be advanced. In this sense, therefore, they are not conversion 
securities within the customary usage of the term and confusion 
only arises when the name is applied. 

Definitions.-The accepted descriptions and words used in 

connection with the various forms of convertible securities are 
by no means clearly crystallized and considerable looseness and 
overlapping exist in American finance. Consequently, for pur¬ 
poses of clearness, it is convenient to summarize certain defi¬ 
nitions. 

A convertible security -bond, stock, or warrant-is a trans¬ 

ferable certificate entitling owner to acquire from the corpora¬ 
tion, during a definite time, a specified security at a specific price. 

A convertible bond is a fixed charge obligation that may, at 
the request of the owner, be used in payment for another secu¬ 
rity under clearly defined terms. 

A convertible share of stock is a certificate of ownership in 
the corporation that may, at the request of the owner, be used 
as payment for another security under clearly defined terms. 

A zvarraut is a certificate entitling the owner to buy, usually 
for money, a security of the corporation under clearly defined 
terms-extending over a short period of time. 

According to definition, a warrant and a right appear to be 
the same except for the unimportant difference of relative 
length of time during which one or the other may be exercised. 
Yet, as the terms are used, practically, in American finance, 
there are great differences of use. A warrant, besides having 

validity over a long period of time, years-sometimes without 

time limit-is usually issued by a corporation as an adjunct or 

appendix to another or principal security in order to increase 
the marketability and, therefore, the price of the principal secu¬ 
rity. A right, on the contrary, besides having validity over a 

I, 1933, there were outstanding $95,000,000 par value of securities of this 
company alone. 

In the somewhat unusual case of the New Haven Water Company's 454% 
Debentures of 1962, the company was empowered to convert them into stock 
before 1925 and the holder at a later date. 
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short period of time, weeks at most, is usually issued by the 
corporation freely to its stockholders, and not in connection 
with another security; and, moreover, it has as its purpose the 
acquisition immediately of new capital by inducing the stock¬ 
holders to subscribe to the new securities at a price ostensibly 
below the current market quotations. In form, the warrant and 
the right are the same; in substance and in intent they are 
vitally different. 

Bankers’ options are non-transferable warrants entitling 

originating bankers to subscribe, in the future, to stock-very 

seldom bonds-according to certain more or less vaguely defined 

conditions. They are given, almost invariably, as part com¬ 
pensation to banker-promoters. When bankers’ options are 

made transferable, they are indistinguishable from warrants- 

except in their original purpose. 
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“Bonds”) 

Common Stock (See under “Stock”) 
Conditional Sale, 343* 346 (See also 
“Equipment Obligations”) 
Consolidated Mortgage Bonds, 258 
Consolidations (See also “Holding 
Companies” ) 

assumed bonds arising from, 285 
collateral trust bonds arising from, 
263, 266 

guaranteed stocks arising from, 

138, 303 

use of preferred stock by, 136 
Contract, 

corporation a contractual relation, 

governing bond issues, 204 
governing conversion of bonds, 386 
preferred stock, 146, 148, 149, 151, 
155 

warrants representing, 381 
Control, 

by preferred stock after lapse of 
dividends, 195 

use of collateral trust bonds to 
secure, 272 

Conversion, Privilege of, 376—415 
analysis of issues, 382 
at option of company, 413 
classification of issues, 381 
definitions, 377 * 4*4 
detachable warrants, 399-408 
dilution through corporate changes, 
408 

double conversion, 389, 396 
frequency of occurrence, 
industries, 379 
time, 378 
history, 377 
investment value, 412 
legal status, 408 
periods of, 397 
protective provisions, 410 
purposes, 411 

securities into which converted, 
386, 389 

taxation, to avoid, 412 

use to avoid preemptive rights, 385 


Convertible Bonds (See under 

“Bonds”; see also “Conversion”) 
Convertible Stock (See under 

“Stock”; see also “Conversion”) 
Corporation, 

contract conception, 14—17 
definitions, 12 

economic basis of, 5, 38—40, 43 
elements in evolution of, 44 
grant from sovereign power, 11 —14 
historical conception of, 17 
legalistic conception of, 11-17 
management inherent in stockhold¬ 
ers, 107 

requirements for capital stock, 133 
statements of, 117—118 
two conceptions of, 11 
tiltra zrires, 113—117 
Cost, capital stock as evidence of 
historical, 90 
Credit, 

lien of receivers' certificates on, 
280 

use value in, 375 

Cumulative Dividends, 169—178, 198, 


Debentures (See under “Bonds”) 
Debt, irredeemable, 228 
Depreciation, 

and cost of equipment under equip¬ 
ment obligations, 358 
charge in relation to no-par stock, 

. ^5 

in relation to strength of equip¬ 
ment obligations, 360 
Depression, Business, issue of deben¬ 
tures in, 311 
Dilution of 

bonds by open issues, 215 
common stock by warrants, 405 
debentures, 306 

preferred stock, 148, 155, 183—192 
value of conversion through cor¬ 
porate changes, 408 
Directors, 

control of dividend payments, 118, 
119, 146 

representatives of stockholders, 
108, 109, 110 
right of redemption, 156 
Discount, Bond, 

usual rate at which sold, 211 
Dividends, 

control by preferred stock after 
lapse of, 195 
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Dividends —C continued 
cumulative, 

classified stock:, 19S 
preferred stock, 169—178, 201 
guaranteed, 138 

non-cumulative, 169—178, 198, 201 

not to be paid from capital, 73, 88 
prior right of preferred stock to, 
178 

rates of 

classified stock, 198 
preferred stock, 164—170 
relation to stock splits, 102 
security of preferred stock, 179, 
181 

stockholders* claim to declared, 200 
stockholders’ inability to force pay¬ 
ments of, 118 

stockholders’ rights to, 118, 119 
variations in provisions, 178 
Divisional Bonds, 252—253 
Dock Bonds, 254 

Earning Power, basis of value, 250 
Earnings, Net, 

controlling new bond issues, 216 
controlling redemption, 163 
right of stockholders to, 63, 80, 

84, 134 

English, 

complex capitalization, 134 
use of classified stock, 196 
use of debentures, 309 
Equipment Mortgage Plan, 344, 348 
Equipment Obligations, 

after-acquired property clause, 342 
conditional sale, 343, 34b 
cost and depreciation of equipment, 
358 

depreciation in relation to strength 
of, 360 

equipment covered, 349 
equipment mortgage plan, 344, 348 
extent of present use, 334 
forms, 343* 366 
guarantees, 351 
in reorganizations, 370 
increasing strength as instalments 
are paid, 361 
industrial, 336 

investment value, 356, 366, 37 1 

lease securing, 344 

lease vs. conditional sale, 367 

legal status, 343* 347 

oil company, 348 

origin, 331 
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Equipment Obligations — (7 nniinued 
period of payment, ^55, 364 
Philadelphia plan, 343, 344* 349* 3&7 
railroad car trust, 332 
reasons for use, 338 
refunding war equipment, 352 
taxation, 342 
use value in credit, 375 
yield, 339 

Expansion (See “ Consolidations”) 
Extension and Refunding Bonds, 
258, 259 

Extra Long-Term Bonds, 224, 225, 
227, 228 

Fair, prototype of corporation, 27—30 
Ferry Bonds, 254 

Foreign Merchants, Associations of, 
prototype of corporation, 25—27 
Finance, definition, 1 
railroad, 124 
Financial Plans, 

bond priorities in, 206 
classified stock in, 196 
complex, 121, 134* 135 
industrials, 125 
public utilities, 124 
railroads, 124 

use of short-term notes in, 276 
First Mortgage Bonds, 247 
Fixed Charges, 

bond interest, 209 
guaranteed dividends, 138 
Ford Motor Company, 

corporate action ultra, ‘irires, 115- 

11 7 

Funded Debt, general characteristics 
of, 202—245 (See also “Bonds”) 

General Mortgage Bonds, 258-259 
Gold Bonds, overrating of term 
“gold,” 207 
Goodwill, 48 

Guaranteed Bonds (See under 

“Bonds”) 

Guaranteed Stock (See under 

“Stock”) 

Guild, prototype of corporation, 23— 

24 

High-Grade Investment Bonds, 242 
Holding Companies, Public Utility, 
cumulative provisions of preferred 
stock, 171 
use of 

collateral trust bonds, 263, 266 



INDEX 


422 

Holding Companies, Public Utility— 
Continued 
use of —C on tinned 
debentures, 310, 3*4 
Massachusetts trust associations, 
130 

preferred stock, 136 

Industrial Bonds (See under 
“Bonds") 

Industrial Combinations (See “Con¬ 
solidations") 

Industrials, 

assumed bonds in consolidations, 
290 

convertible securities, 380, 387 
debentures, 310 
equipment obligations, 336 
financing of, 125 
income bonds, 320 

preferred stock dividend rates, 
167—169 

preferred stock lien on assets, 152— 
156 

redemption, 158—164 

voting rights of preferred stock, 193 
Interest, 

controversies over payments of, 326 
factors influencing rate, 210, 211 
payments on income bonds based 
on accounting, 323 
priority of bonds relative to, 256 
provisions of income bonds, 321 
rates of 

bonds, 209, 210 
industrial bonds, 212 
public utility bonds, 212 
railroad bonds, 212 
International Paper and Power 
Company, 

a Massachusetts association, 130 
Investment House Bonds, 244 
Investment Status (See under 
“Bonds"; see also “Investment 
Value") 

Investment Trusts, 

influence on issue of convertible 
bonds, 378 

issue of warrants by, 403 
use of collateral trust bonds, 269 
Investment Value, 

conversion privilege, 412 
cumulative stock, 171 
debentures, 305* 308, 3*0, 315 
equipment obligations, 356, 361, 

366, 37 * 


Investment Value —Continued 
guaranteed bonds, 293, 294 
guaranteed stock, 140 
joint bonds based on strongest 
guarantor, 302 

Investors (See under “Bonds," “Div¬ 
idends," “Interest," “Investment 
Value," “Protective Provisions," 
“Stock") 

advantages of equipment obliga¬ 
tions for, 370 

attitude toward debentures, 307, 
3 *° 

requirements for capital stock, 133 
“speculative," as market for 
classified stock, 196 
convertible securities, 383, 392 
preferred stock, 136 
status of preferred stock, 157 
Irredeemable Debt, 228 

Joint Bonds, 300 
Joint Stock Company, 

convertible securities issued by, 377 
differentiation from corporation, 

36-37 

division of stock of, 60 
early charters, 35 
origin, 32 

prototype of corporation, 32—37 

Land Grant Bonds, 254 
Lease, 

guarantee of bonds by, 291 
securing equipment obligations, 344 
Legal Status of 

convertible securities, 408 
corporation, 11-17 
equipment obligations, 343, 347 
non-cumulative stock, 173—179 
preference stock, 137 
preferred stock, 146, 148 
Lien of 

preferred stock on assets, 151—156, 
185-192 

receivers’ certificates on property 
and credit, 280 

Long-Term Bonds, 224, 225, 227, 228 
Low-Par Value Stock, 66, 92—96 

Management, 

bondholders excluded from, 236 
fundamental right of stockholders, 

107 

rights of preferred stock in, 192-195 
ultra znres, 113—117 
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Manipulation of 

operating accounts, 324 
stated capital, 88, 89 
statements by making stock low- 
par, 94 

Market Created by Redemption, 16 a, 
164 

Massachusetts Voluntary Associa¬ 
tions, 128—132 

Maturity Date of Bonds, 208, 223, 
225, 278, 355, 364 
Money, definition, 2 

Monied Corporations, use of par 
stock, 69, 91, 96 

Mortgage, prototype of bond, 206 
Mortgage Bonds, 142—146, 213, 219, 
248, 249 

No-par Value Stock (See under 
“Stock’*) 

Noncumulative Dividends, 169—178, 
198, 201 

Noncumulative Stock, 169—178, 198, 
201 

Northern Securities Company, 

use of redemption to secure con¬ 
trol, 158 

Notes, 185, 192, 276—278, 394 

Open-End Mortgages, 214—220, 252 
Open Issue Bonds (See under 
“Bonds") 

Par Value Stock (See under 
“Stock”) 

Participating Bonds, 328 
Participating Stock, 181—182, 198 
Partnerships, 

development of corporation from, 

123 

survivals of, 126 
Patents, 49 

Philadelphia Plan, 343 , 344 , 349 , 367 
(See also “Equipment Obliga¬ 
tions”) 

Preemptive Rights, 

of capital stock, ill, 112, 155, 385 
of preferred stock forfeited 
through preference in dividends, 
155 

use of conversion to avoid, 385 
Preference Stock, 137 (See also 

“Stock, preferred") 

Preferences (See “Stock, capital") 
Preferred Stock (See under 
“Stock") 


Premium, payment on stock redemp¬ 
tion, 159 
Property, 

covered by equipment obligations, 
349 

lien of receivers* certificates on, 
280 

right of stockholders to, 107, in, 
120, 121 

underlying open issue bonds, 221 
Proprietory Business, 
capital of, 56 
mobility of, 10 
Protective Provisions, 

for creditors through capital fund 
illusory, 64, 67, 7 <>- 73 , 88 
of convertible securities, 410 
of debentures, 313 

of open mortgage issues, 214—220 
of preferred stock, 147, 171, 177, 
179—181 

Public Utilities, 

bonds (See under “Bonds") 
capital stock as evidence of his¬ 
torical cost, 90 

convertible securities, 380, 394 
equipment .obligations, 336 
financing of, 124 

income bonds in reorganizations, 
320 

no-par stock, 90 

preferred stock dividend rates, 166, 

167 

preferred stock lien on assets, 152— 
156 

redemption, 158—164 
voting rights of preferred stock, 
193, 194 
warrants, 403 

in reorganizations, 406 
Public Utilities Commission, 

forbids no-par stock to Massa¬ 
chusetts utilities, 90 
Public Utility Holding Company, 
collateral trust bonds, 263, 266 
debentures, 310, 314 
Massachusetts trust associations, 
130 

preferred stock, 136, 171 
Purchase of Preferred Stock for 
Treasury, 150 

Railroad Car Trust, 332 
Railroads, 

assumed bonds, 284, 292, 303 
bonds, 211, 212, 215—220, 224 
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Railroads —C ontinued 
collateral trust bonds, 
for control, 272 

in extensions and consolidations, 
263, 266 

convertible securities, decreasing 
use of, 380* 387. 

cumulative provisions of preferred 
stock, 171 
debentures, 308 

equipment obligations, 330—375 
equipment, scrap value, of, 364 
financing of, 124 
guaranteed bonds, 284, 292, 303 
guaranteed stock in consolidations, 

138, 303 

interest rates of bonds, 212 
long-term bonds, 226 
open bond issues, 215—220 
participating stock, 182 
preferred stock dividend rates, 165— 
166 

preferred stock in reorganizations, 
136 

preferred stock lien on assets, 152— 
156 

redemption, 158—161 
refunding, 211 

reorganization (See under “Reor¬ 
ganizations” > 

yield of guaranteed stock com¬ 
pared to guaranteed bonds and 
mortgage bonds, 142—146 
Receivers' Certificates, 280—282 
Reconstruction Finance Corporation, 
acquirement of receivers* certifi¬ 
cates, 1930-1933, 282 
Redemption, 

compulsory, 162 
net earnings controlling, 163 
of bonds, 211, 229 
out of surplus, 157 

preferred stock, 149, 156—164, 209 
preferred stockholders' claims to, 
201 

rate, 231* 

Refunding of 
bonds, 259 
railroads, 211 ^ 
receivers' certificates, 281 
war equipment, 352 
Reorganizations, 

bondholders' voting rights after, 
239 

control by preferred stock after, 
195 


Reorganizations —Continued 

cumulative and noncumulative pre¬ 
ferred stock in, 178 
public utility income bonds in, 320 
public utility warrants in, 406, 407 
railroad, 

assumed bonds arising from, 285 
convertible stock in, 391 
cumulative and noncumulative 
preferred stock in, 178 
equipment obligations in, 370 
guaranteed stock in, 141 
income bonds in, 318, 320 
issue of receivers' certificates in, 
282 

long-term bonds arising from, 
224 

participating preferred stock 
arising from, 182 
preferred stock dividend rates, 
165 

preferred stock in, 136 
refunding of bond issues, 259 
Retirement of Preferred Stock, 149 
Reverse Stock Splits, 106 

Savings Bank Bonds, 242 
Second Mortgage Bonds, 256, 257 
Securities (See also “Bonds," 
“Equipment Obligations," 

“Stock," “Warrants") 
convertible, 

at option of company, 413 
bonds, 236, 486 
classification, 381 
classified stock, 198 
common stock, 391 
conversion periods, 397 
debentures at option of com¬ 
pany, 200 
definitions, 414 
detachable warrants, 399—408 
dilution, 408 
elements in, 382, 412 
double conversions, 389, 396 
industrial, 380, 387 
investment value, 412 
legal status, 409 
preferred stock, 389 
protective provisions, 410 
public utility, 380, 394 
purpose, 411 

securities into which converted, 
386, 389. 391 
short-term notes, 394 
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Securities —Con tin ued 

difference between stocks and 
bonds, 134 

evolution of, 124, 125 
preferences, 134 
variety of English, 134, 135 
Short-Term Notes, 185, 192, 276—278, 
394 

Sinking Fund, protection of classi¬ 
fied stock by, 198 

Sovereign Power, corporation a 
grant from, 12 

Special Direct Lien Bonds, 253—254 
Speculative Bonds, 244 
Splits, Stock, 98—106 
reverse splits, 106 

Standard Gas and Electric Company, 
manipulation of stated capital, 89 
State Tax Laws, as handicap to bond 
investment, 245 
Stated Capital, 64, 88, 89 
Stock, 
capital, 

attributes and forms of, 107—132 
classification of, 133—201 
corporation requirements for, 
J 33 

evidence of historical cost, 90 
evidence of proprietory interest, 
60, 80, 107 

historical background of, 135, 136 
historical conception, 61 
protection to creditors, 64, 73 
rights adhering to, 107 
rights to 

assets, 120—121 

income and dividends, 63, 80, 
84, 118-119, 134 
knowledge of corporate affairs, 
117-118 

management, 107 
new issues (preemptive 

rights), hi, 112, 155, 385 

prevent ultra, vires action, 113— 
II7 

classified, 195—198 

characteristics of, 198 
class 195 

convertible features, 198 
dividend rates, 198 
reasons for, 196, 197 
securities into which converted, 
39 i 

use in England, 196 
weakness of, 198 


Stock —C ontinued 

common (See also “capital” above) 
conversion of bonds into, 381 
conversion ratio, 396 
dilution by warrants, 405 
early railroad promotions by, 

124 

historical development of, 123— 

12 5 

securities into which converted, 
39 i 

two types of, 120—121 
convertible, 

conversion ratio, 396 
definition, 414 

in railroad reorganizations, 391 
securities into which converted, 
383, 389, 391 

cumulative, 169—172, 198, 201 

cumulative provisions of slight 
value, 172 

in reorganizations, 178 
guaranteed, 

contrast to guaranteed bonds, 

138 

in railroad reorganizations, 141 
market price, 141 
origin in consolidations, 138 
sacrifices by holders of, 140, 141 
yield, 141 

yield compared with guaranteed 
bonds and mortgage bonds, 
142—146 
low-par value, 

adoption since 1930, 66, 92 
concealment of deficits, 94 
corporations using, 96 
reduction of fixed assets by, 95 
tax economy of, 93, 94 
noncumulative, 169—178, 198, 201 

in railroad reorganizations, 178 
legal rights of, 173 
no-par value, 

advantages of, 77—85 
classified stock, 198 
corporations using, 96 
depreciation in relation to, 95 
early advocacy of, 65 
earning rights paramount, 84 
economic justification, 83, 84 
historical use, 65 
market price of, 73—75 
prevents stock watering, 85 
public utility, 90 
recent practice, 66 
social significance of, 80, 81 
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Stock- Continued 

no-par value- Continued 

stimulus to study by investor, 81, 
82 

taxation of, 75, 76 
par value, 66—75 

corporations using, 96 
early American practice, 65 
market price of, 97 
market valuation of, 73—75 
protection to creditors, 67—71 
trust fund theory, 70—73 
use by monied corporations, 67, 
91, 92 

participating, 181—182, 198 
preference (See also under 
“Stock” ; classified, guaran¬ 
teed, preferred) 
characteristics, 137 
types of issues, 137 
preferred, 

contractual conditions of issue, 
146, 148, 149, 1 5 1, 1 55 

conversion of bonds into, 388 
convertible into common, 383 
cumulative provisions, 169—177 
dilution of, 148, 155, 183-192 
dividend rates, 164—170 
fixed rate of dividends, 165 
in reorganizations, 136 
legal status, 146, 148 
lien on assets, 151—156, 188—189 
management rights of, 192—195 
noncumulative legal rights, 173— 
177 

preemptive rights cancelled by 
prior lien on dividends, 155 
priority right to dividends, 146 
protective provisions, 14 7, 171, 

179—181 
pseudo-, 147 

readjustment of capitalization at 
expense of, 171—172 
redemption of, 149, 156—164, 209 
retirement of, 149 
use by industrial combinations, 
136 
splits, 

definition, 98 

effect on stock price, 104, 105 
effect on stock price stability, 
103 

list of, 100 

means to control stock price 
range, 98, 100 
purposes of, 100, 102 


Stock —Continued 
splits —C ontinued 
reverse splits, 106 
time of, 99 
watered, 

advantages to new corporations, 

87 

definition, 85 
evils exaggerated, 85^-87 
present tendency against, 87 
prevention of, by no-par stock, 

85 

reverse splits, 106 

Stockholders (See also “Stock,” “In¬ 
vestment Value,” “Protective 
Provisions”) 

claim to declared dividends, 200 
fundamental rights of, 107 
management rights, 107—109 
preemptive rights, 111 
preference (See also under 
“Stock” ; classified, guaran¬ 
teed, preferred) 
claim for redemption, 201 
legal status of, 137, 146, 148 
rights subject to contract, 137, 
139 

property rights, 107, III, 120, 121 
rights to 

assets, 120—121 
dividends, 118—119 
knowledge of corporate affairs, 
117-118 

prevent ultra lAres action, 113— 

11 7 

voting rights, 108, 192, 198 (See 
also “Voting Rights”) 

Surplus, 

redemption out of, 157 
sources of, 82 

Taxation, 

of bonds, 125, 245 
of low par stock, 93, 94 
of no-par stock, 75, 76 
use of conversion to avoid, 410 
use of Philadelphia plan to avoid, 
34 ^ 

Terminal Bonds, 254 (See also 
“Bonds, joint”) 

Timber Bonds, 250 
Trademarks, 49 

capitalization of, 50 
Trust Associations, 128—132 
Trust Fund, theory of capital, 54 
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T rustees, 

contrast to directors, 131 
in bond agreement, 205, 240 
of Massachusetts associations, 128 

Union Pacific System, 

use of convertible bonds in build¬ 
ing up, 384 

U. S. Cast Iron Pipe Decision, 175, 

197 

U. S. Steel Corporation, 

preferred stockholders* position in 
1933, 180-181 

stockholders* right to knowledge 
of, 118 

University, prototype of corporation, 
30-32 

Unsecured Obligations (See under 
“Bonds”) 

Valuation, finance a system of, 1 
Value, 

earning power basis of economic, 
250 

independent market value of col¬ 
lateral in bonds, 270, 276 
intangible, 49 

investment (See “Investment 
Value” ) 

use value in credit, 375 
Voting Rights, 

bondholders' lack of, 236 


Voting Rights- Continued 

inherent in stock, 108 
of classified stock, 198 
of preferred stock, 192—195 
redemption in relation to control 
of, 158 

Wabash Decision, 173, 179 
Warehouse Bonds, 254 
Warrants, 

bankers' options, 415 
definition, 381, 411 
description of, 402 
dilution by, 405 
industries issuing, 403 
reorganization, 406 
speculation in, 404 
three types, 399 
Watered Stock, 85—87 
reverse splits, 106 
Western Pacific Bonds, 

judgment in favor of guaranteed 
bondholders, 298 
W’harf Bonds, 254 

Yield of 

assumed bonds, 287 
equipment obligations, 339 
guaranteed bonds, 142-146 
guaranteed mortgage bonds, 142— 
146, 213 

guaranteed stock, 142—146 



DATE OF iS^UE 

Thin book miJHt r^turneii 
wiMnn 3,7, 14 days of its i-*<ug A 
fine of ON F AN*%A ji**i fluty will 
lie chargeii it the book in overduo. 




